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I INTRODUCTION

1 Thisisthe Commission'sfifth annual report (" 1998 Report")* to Congress submitted pursuant
to Section 628(g) of the Communications Act of 1934, as amended ("Communications Act"). Section 628(g)
reguiresthe Commission to report annually to Congress on the status of competitionin marketsfor the delivery
of video programming.? Congressimposed thisannual reporting requirement inthe Cable Television Consumer
Protection and Competition Act of 1992 (1992 Cable Act")® as a means of obtaining information on the
competitive status of markets for the delivery of video programming.*

A. Scope of this Report

2. In this 1998 Report, we update the information in our previous reports and provide data and
information that summarizes the status of competition in marketsfor the delivery of video programming. The
information and analysis provided in this report is based on publicly available data, filings in various
Commission rulemaking proceedings, and information submitted by commenters in response to a Notice of
Inquiry ("Notice") in thisdocket.® To the extent that information included in previous reportsis still relevant,
we do not repeat that information in this report other than in an abbreviated fashion, and provide references
to the discussionsin prior reports.

3. In Section 11 we examine the cable television industry, existing multichannel video
programming distributors ("MV PDs") and other program distribution technologies, and potential competitors
to cabletelevison. Among the MV PD systems or techniques discussed are direct broadcast satellite ("DBS")
services and home satellite dishes ("HSDs"), wireless cable systems using frequencies in the multichannel
multipoint distribution service ("MMDS") or local multipoint distribution service ("LMDS"), satellite master
antenna television ("SMATV") systems and broadcast televison service. We also consider several other

The Commission's first four reports appear at: |mplementation of Section 19 of the 1992 Cable Act (Annual
Assessment of the Status of Competition in the Market for the Delivery of Video Programming), CS Docket No. 94-
48, First Report ("1994 Report"), 9 FCC Rcd 7442 (1994); Annual Assessment of the Status of Competition in the
Market for the Delivery of Video Programming, CS Docket No. 95-61, Second Annual Report ("1995 Report™), 11
FCC Rcd 2060 (1996); Annual Assessment of the Status of Competition in the Market for the Delivery of Video
Programming, CS Docket No. 96-133, Third Annual Report ("1996 Report"), 12 FCC Rcd 4358 (1997); and
Annual Assessment of the Status of Competition in Markets for the Delivery of Video Programming, CS Docket
No. 97-141, Fourth Annual Report ("1997 Report"), 13 FCC Recd 1034 (1998).

2Communications Act of 1934, as amended, § 628(g), 47 U.S.C. § 548(g) (1996) ("Communications Act").

3Pub. L. No. 102-385, 106 Stat. 1460 (1992).

“The 1992 Cable Act imposed a regulatory scheme on the cable industry designed to serve as atransitional
mechanism until competition develops and consumers have adequate multichannel video programming
alternatives. One of the purposes of Title VI of the Communications Act, Cable Communications, is to "promote
competition in cable communications and minimize unnecessary regulation that would impose an undue economic
burden on cable systems.” 47 U.S.C. § 521(g).

*Annual Assessment of the Status of Competition in Markets for the Delivery of Video Programming, CS Dkt.
No. 98-102, Notice of Inquiry ("Notice"), 13 FCC Rcd 13044 (1998). Appendix A provides alist of commenters.
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existing and potential distribution technologiesfor video programming, including the Internet, homevideo sales
and rentals, local exchange telephone carriers ("LECS"), and electric and gas utilities® We include these
servicesand providersof servicebecausethey offer, or are expected to offer, video programming in conjunction
with non-video service.

4, In Section I11 of this report, we examine market structure and competition.” We evaluate
horizontal concentration of themultichannel video marketplaceand vertical integration between cabletelevision
systems and programming services. We also discuss competitors serving multiple dwelling unit ("MDU")
buildings. We further discuss programming issues and technological advances. In Section IV, we examine
alimited number of cases where consumers have a choice between an incumbent cable operator and another
MVPD provider in a particular market and report on the effects of this entry.

B. Summary of Findings

5. In the 1998 Report, we address the status of competition in markets for the delivery of video
programming, discuss how the regulatory changes enacted in the 1996 Act have affected the competitive
environment, and describe barriersto competition that continueto exist. Theinformation gatheredinthisreport
providesthe last comprehensive picture of the state of cable competition prior to March 31, 1999, the date on
which the Commission'sauthority under Section 623(c)(3) to review complaints submitted by local franchising
authorities concerning increases in rates for cable programming service ("CPS") tiers sunsets.?

6. The Report findsthat competitive alternatives and consumer choices are till developing. We
find that cable television continues to be the primary delivery technology for the distribution of multichannel
video programming and continuesto occupy adominant position inthe MVPD marketplace. Asof June 1998,
85% of al MVPD subscribers received video programming service from local franchised cable operators
compared to 87% a year earlier.

7. There has been an increase in the total number of subscribers to noncable MV PDs. Much of
thisincreaseis attributable to the continued growth of DBS, which is attracting former cable subscribers and
consumers not previoudly subscribing to an MVPD. Between June 1997 and June 1998, the DBS grew from
approximately 5 million subscribersto 7.2 million subscribers. DBS subscribers now represent 9.40% of al
MV PD subscribers compared to 6.85% a year earlier. 1n addition, new open video systems ("OV'S') have
launched in afew areas. However, there have been declines in the number of subscribers and market shares
of HSD, MMDS, and SMATV over the last year and the one existing LMDS system recently terminated
service. There also has been alimited number of additional cable overbuildsin the last year. 1n communities
where the incumbent cable operators face such competition, they respond in a variety of ways, including

%Unlike previous reports, we do not include information about interactive video and data services ("IVDS"),
which could be used to provide video services. Asnoted last year, few VDS services are in operation and these
frequencies are not being used for delivery of video programming. See 1997 Report, 13 FCC Rcd at 1098-99
1 107.

"Appendix H of the 1994 Report describes methods for assessing the status of competition in markets for the
delivery of multichannel video programming. 1994 Report, 9 FCC Rcd at 7623, App. H.

8See Sections 623(c)(3) and (c)(4); 47 U.S.C. § 543(c)(3) and (c)(4).
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lowering prices, adding channelsat the same monthly rate, improving customer service, or adding new services
such as interactive programming.

8. A totd of 76.6 million households subscribed to multichannel video programming servicesas
of June 1998, up 4.1% over the 73.6 million househol ds subscribing to MV PDsin June 1997. This subscriber
growth accompanied a 2.3 percentage point increase in multichannel video programming distributors
penetration of television households to 78.2% in June 1998. During this period, the number of cable
subscribers continued to grow, reaching 65.4 million as of June 1998 up about 2% over the 64.2 million cable
subscribersin June 1997. Thetotal number of noncable MV PD subscribers grew from 9.5 million as of June
1997 to 11.2 million as of June 1998, an increase of over 18% since the 1997 Report.

9. During the period under review, cable rates rose more than four times the rate of inflation.
According to the Bureau of Labor Statistics, between June 1997 and June 1998, cable prices rose 7.3%
compared to a 1.7% increase in the Consumer Price Index ("CPI"), which is used to measure general price
changes. A portion of these rate increases is attributable to capital expenditures for the upgrading of cable
facilities (up 21% over 1996), an increase number of video and nonvideo services offered, and increased
programming costs (license fees increased by 18.4% and programming expenses increased by 20.9%). In
addition, we notethat thereisevidenceindicating that where direct competition existsit affects cable operators
pricing decisions.

10. Asagenera matter, significant competition from telephone compani eshas not devel oped even
though the Telecommunications Act of 1996 (1996 Act")® removed the barriers to LEC entry into the video
marketplace. The 1996 Act repealed a statutory prohibition against an entity holding attributable interestsin
a cable system and a LEC with overlapping service areas. At the time of the 1996 Act's passage, it was
expected that local exchange tel ephone carriers would begin to compete in video delivery markets, and cable
television operatorswould begin providing local telephone exchange service. With the exception of Ameritech,
which has acquired 87 cable franchises and reports that it serves 200,000 subscribers, telephone entry into
video markets has been dow to develop. The Bell Atlantic video distribution systemin Dover Township, New
Jersey, which seemed likely at one time to be the prototype for telephone entry into the video business, will be
terminated by the end of 1998 or very early in 1999. Pursuant to itsjoint marketing agreement with DirecTV,
however, Bell Atlantic will give its Dover subscribers the opportunity to switch to DirecTV. In addition,
Congressdeveloped the OV Sframework asanother meansto encouragetel ephone company entry into thevideo
marketplace. Thusfar, however, few telephone compani es have sought certification to provide video through
OVS. Further, the technological convergence that would permit use of the telephone facilities for provision
of video service has not yet occurred.

11. Noncable MV PDsthat provide competitive pressure onincumbent cable operatorsand provide
consumers with real choice still find regulatory and other barriers to entry in to markets for the delivery of
video programming. MVPDs with the potentia to compete with incumbent cable operators continue to
experience some difficulties in obtaining programming, both from verticaly integrated satellite cable
programmers and from unaffiliated program vendors who continue to make exclusive agreements with cable
operators. In multiple dwelling unit (*“MDU") markets, while landlords may have a choice of more than one
distributor, potential entry may be discouraged or limited by incumbent video programming distributors that
have negotiated long-term exclusive contracts. In addition, consumersreport that theinability to providelocal

“Telecommunications Act of 1996, Pub. L. No. 104-104, 110 Stat. 56 (1996).
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broadcast signals, pursuant to current copyright law, isamajor drawback of DBS service, which affectstheir
decisions to subscribe to this alternative MV PD.

12. Our findings asto particular distribution mechanisms operating in marketsfor the ddlivery of
video programming include the following:

. Cable Systems: The cableindustry has continued to grow in terms of subscriber penetration,
channel capacity, the number of programming servicesavailable, revenues, audienceratings, and expenditures
on programming. The cable industry remains healthy financially, which has enabled it to invest in improved
facilities, either through upgradesor rebuilding. Asaresult, there have been increasesin channel capacity, the
deployment of digital transmissions that provide better picture quality than can be offered through analog
service, and the initiation of nonvideo services, such as Internet access. Cable operators also are beginning to
offer telephony, although the use of integrated facilities remains primarily experimental with limited
exceptions.

Since the 1997 Report, the cable television industry has continued to grow in terms of subscribership
(up to 65.4 million subscribers as of June 1998, a 2% increase from June 1997), channel capacity (some
systems, such as Comcast's Orange County, California system, now offer over 120 video channels), number
of national satellite-delivered video programming services (up to 245 services by June 1998 from 172 in June
1997, a 41% increase, most of which can be attributed to new digital programming packages such as HBO,
HBO 2, HBO 3, HBO Family), revenues (an approximate 8% increase between June 1997 and June 1998),
audience ratings (non-premium cable viewership rose from a 38 share at the end of June 1997 to a 41 share
at the end of June 1998), and expenditures on programming (an approximate 20% increase in program license
fees paid by cable system operators).

. Direct-to-Home ("DTH") Satellite Service (DBS and HSD): Video serviceisavailable from
high power DBS satellites that transmit signalsto small DBS dish antennasinstalled at subscribers premises,
and from medium and low power satellites requiring larger satellite dish antennas. It is estimated that there
are 7.2 million DBS (DirecTV/USSB and Echostar) and medium power (Primestar) subscribers, an increase
of amost 43% sincethe 1997 Report. Industry reports state that 2.2 million of the 3.6 million net new MVPD
subscribers in 1998, or amost two thirds, are choosing DBS. Between 3.8 and 4.0 million households are
HSD users, athough only about 2.0 million HSD subscribers actually purchase programming packages, a 7%
decreasein the last year that islikely due to subscribers switching to DBS. DirecTV and Primestar (whichis
significantly owned by cable operators) have the largest number of DBS subscribersand are again among the
10largest providersof multichannel video programming service. DBSrepresented a9.4% share of the national
MVPD market in June 1998 and HSD represented another 2.7% of that market.

. Wireless Cable Systems: Currently, the wireless cable industry ("MMDS") provides
competitionto thecableindustry in only limited areas. MM DS subscribership fell from 1.1 million subscribers
to 1.0 million subscribers between June 1997 and June 1998, a decrease of 9%. Thisdrop in subscribership
may bethe result of areduction of marketing of analog MMDS servicein anticipation of deployment of digital
services. Theadvent of digital MM DS and the recent authorization of two-way MMDS service that will make
high-speed | nternet and tel ephony possible havethe potential to foster renewed MMDSgrowth. Wirdlesscable
represented a 1.3% share of the national MVPD market in June 1998.
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. SMATV Systems: SMATV systems use some of the same technology as cable systems, but
do not use public rights-of-way, and focus principally on serving subscribersliving in multiple dwelling units
("MDUSs"). SMATYV subscribership has declined 19.1% since the last report, with the industry representing
a 1.2% share of the national MV PD subscribership as of June 1998. Certain technological advents, such as
upgraded facilities, implementation of digital transmission and microwave headend technol ogies, and expanded
service offeringsto include DBS programming, | nternet access, telephone service, and security services, have
the potential to foster SMATV growth.

. Broadcast TV: Broadcast networks and stations are competitorsto MV PDsin the advertising
and program acquisition markets. Additionally, broadcast networks and stations are suppliers of content for
distribution by MVPDs. Since the 1997 Report, the broadcast industry has continued to grow in the number
of operating stations (from 1561 in 1997 to 1583 in 1998) and in advertising revenues ($32.5 billion in 1997,
a 4% increase over 1996). While audience levels have declined in the last year, the four mgor television
broadcast networks still account for a55% share of primetimetelevision viewing for al television households.
Inthelast year, the Commission took several actionson digital televison and thefirst DTV television stations
started offering service in November 1998.

. LEC Entry: The 1996 Act expands opportunitiesfor LECsto enter markets for the delivery
of multichannel video programming. As noted in previous reports, LECs do not yet represent a national
presence in the MVPD market. The competitive presence of LECs in specific video markets, however, is
growing. In certain areas, especialy in the midwest, LECs are already or are becoming significant regional
competitors. Particularly notable are the efforts of Ameritech as a cable overbuilder and BellSouth as an
overbuilder and MMDS operator. Ameritech has acquired 87 cable franchises, potentially passing more than
1.5millionhomes. Seventy-two of these cablefranchisesare operational, inwholeor in part, and it isreported
that they serve at least 200,000 subscribers. Bell South has acquired cable franchises in 18 areas, with the
potential to pass 1.2 million homes, and islaunching digital MM DS servicein anumber of areas. The growth
of the LEC competitive presencein the MV PD market will probably continuein the same manner asit hasuntil
now: deliberately, and by anumber of different delivery mechanisms. Whether LECswill become nation-wide
competitors to the cable industry is less clear.

. OpenVideo Systems: Inthe 1996 Act, Congressestablished anew framework for theddlivery
of video programming -- the open video system ("OVS'). Under these rules, a LEC or other entrant may
providevideo programming to subscribers, although the OV Soperator must provide non-discriminatory access
to unaffiliated programmers on a portion of its channel capacity. The Commission has certified 11 OVS
operators to serve 17 areas. Most of the firms receiving OV S certification are not LECs. Bell Atlantic in
Dover Township, New Jersey, and RCN in New York City and Boston are the only operating open video
systems, no change over thelast year. Bell Atlantic, however, istransitioning away from its Dover system and
plans to ask customers to switch to its joint venture with DirecTV. Starpower, ajoint venture of RCN and
Potomac Electric Power Company ("PEPCO") in Washington, D.C. is currently serving 20,000 subscribers
with Internet access, local telephone or long distance tel ephone service, or al three. It expectsto begin video
service by the end of theyear. Between June 1997 and June 1998, the number of OV S subscribers grew from
3,000 to 66,000.

. Internet Video: At the end of 1997, 44% of al households owned a personal computer and
60 million adults and 20 million children were Internet users. Previously, we reported on the availability of
software technologies that make real-time and downloadable audio and video from the Internet accessible
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through apersonal computer. We also noted that there are technol ogies available for the provision of Internet
video over a television using set-top box Internet access and through the WebTV and Worldgate service
packages. As of June 1998, investment and development of Internet video services was continuing, though
video picturesoffered by Internet video still remain of lessthan broadcast quality. Mediacompanies, however,
continue to offer increasing amounts of video over their websites in the expectation that the pictures will be
acceptablefor the intended use or eventually improve to broadcasting or VCR quality. However, the medium
isnot a direct competitor to providers of traditional video services at thistime.

. Home Video Salesand Rentals: Video cassettes and laser discs provide feature films similar
to those distributed by cable operators on premium channels and others involved in the distribution of video
programming. The most significant development in the home video market in the last year was the increased
availability of Digital Versatile Discs ("DVDs') that werefirst introduced in 1997. DV D technology provides
picture and audio quality that is superior to that of video cassettes. As of September 1998, 700,000 DVD
players had been purchased, with over 1000 movies, documentaries and concerts available for sale or rental
in the DVD format.

. Electric Utilities:  Utilities have the potentid to become maor competitors in the
telecommunications industry generally, and in the video marketplace in particular, since they aready possess
fiber-optic networks throughout the public rights-of-way in the areas they serve. In the last year, severa
utilities have announced, commenced, or moved forward with ventures involving multichannd video
programming distribution. In particular, Tacoma City Light began offering cable service in Tacoma,
Washington. PEPCO hasformed ajoint venturewith RCN, named Starpower, that isbeginning to offer video,
telephone, and Internet services in the Washington, D.C. area. PEPCO is mainly providing its fiber optic
backboneto thisjoint venture. Other utilities, including Black Hills Corporation serving the Rapid City, North
Dakota, area and the municipal utility in Coldwater, Michigan, have announced plansto offer video services.

13. We aso find:

. Nationally, concentration among thetop MV PDshasdeclined sincelast year. DBS operators
DirecTV and Primestar rank among the ten largest MV PDsin terms of nationwide subscribership along with
eight cable multiple system operators ("MSOs"). Asaresult of acquisitions and trades, cable MSOs have
continued to increase the extent to which their systems form regional clusters. The number of clusters of
systems serving at least 100,000 subscribersis currently 117, down from the 139 reported last year. Although
the number of clusters declined, the trend for clusters to increase in subscribership or size appears to be
continuing, and these clustered systems now account for service to approximately 52% of the nation's cable
subscribers. By clustering their systems, cable operators may be able to achieve efficienciesthat facilitate the
provision of cable and other services, such as telephony.

. The number of satellite-delivered programming networks has increased from 172 in 1997 to
245in1998. Vertical integration of national programming services between cable operatorsand programmers,
measured in terms of the total number servicesin operation, declined from last year'stotal of 44% to just 39%
this year, the continuation of a four year trend. However, in 1998, cable MSOs, either individually or
collectively, owned 50% or more of 78 nationa programming services. A year earlier, cable MSOs owned
50% or more of 50 national networks. Sports programming warrants special attention because of its
widespread appeal and strategic significance for MV PDs. The Report identifies 29 regional sports networks,
many owned at least in part by MSOs. The number of regional and local news networks continueto grow, with
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25 news services currently competing with local broadcast stations and national cable networks (e.g., CNN).

. The program access rules adopted pursuant to the provisions of the 1992 Cable Act were
designed to ensure that alternative MV PDs can acquire, on non-discriminatory terms, vertically-integrated
satellite delivered programming. We recently strengthened our enforcement procedures for these rules. We
observethat someformer vertically integrated satellite-delivered programming serviceisnow being distributed
terrestrially. We recognize that the issue of terrestrial distribution of programming, including in particular
regiona sports programming, could eventually have a substantial impact on the ability of aternative MV PDs
to compete in the video marketplace. Wewill continue to monitor thisissue and the impact on the competitive
marketplace.

. Technological advances are occurring that will permit MV PDs to increase both quantity of
service (i.e., an increased number of channels using the same amount of bandwidth or spectrum space) and
types of offerings (e.g., interactive services). In particular, cable operators and other MV PDs continue to
develop and deploy advanced technologies, especialy digital compression, in order to deliver additiona video
options and other services (e.g., data access, telephony) to their customers. To access these wide ranging
services, consumers use "navigation devices." In thelast year, the Commission adopted rules and policiesto
implement Section 629 of the Communications Act, which is intended to ensure commercial availability of
these navigation devices. The cable industry, through CableLabs, is developing standards for the
interoperability of digital set-top boxes and cable modems.

1. COMPETITORSIN MARKETSFOR THE DELIVERY
OF VIDEO PROGRAMMING

A. Cable Industry

14. This section addresses the performance of franchised cable system operators™ in five major
areas: (1) genera performance -- both the quantitative and qualitative measures of basic services provided,
subscriber levels, and viewership; (2) financial performance -- revenue, cash flow status, and stock valuations;
(3) capital acquisition and disposition -- the amount of fundsrai sed and used to improve existing physical plant
and acquire new systems; (4) other performanceindicators-- system transactions, cable overbuilds,** and rates

%A franchise is defined as an authorization supplied by afederal, state, or local government entity to own or
construct a cable system in a specific area. Communications Act 88 602(9), 602(10), 47 U.S.C. 88 522(9),
522(10). A cable system operator is defined as "any person or group of persons (A) who provides cable service
over acable system, and directly or through one or more affiliates owns a significant interest in such cable system;
or (B) who otherwise controls or is responsible for, through any arrangement, the management and operation of
such a cable system.” Communications Act 8 602(5), 47 U.S.C. 8§ 522(5). See also 47 C.F.R. § 76.5(cc).

“An "overbuild" occurs when two or more wireline cable television systems directly compete for subscribersin
alocal video programming delivery market.
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charged by cable operators; and (5) provision of advanced broadband services' -- the growth of cable data
access, digital broadband services, and broadband telephony.

1. General Performance

15. Sinceour last report, the cableindustry has continued to grow in basic cable™ subscribership,
homespassed,** basi ¢ cabl e penetration,*® premium service subscriptions,*® basi c cabl e viewership, and channel
capacity.!” In addition, during 1997 and the first haf of 1998, the industry began to implement some of its
previoudy announced plans to offer expanded broadband services including digital video, Internet access
through cable, interactive cable, and broadband tel ephony.

16. Cable's Capacity to Serve Television Households The number of U.S. homes with at |east
onetelevision ("TV households') was reported as 97 million at the end of 1996 and 98 million at the end of
1997 and June 1998.8 According to one source, the number of homes passed by cable was 93.7 million at the

2Advanced broadband services are services other than standard analog video that are offered over broadband
coaxia or fiber-optic cable including digital video, Internet access through cable modems, cable telephony, Internet
Protocol telephony ("1P telephony”), near-video-on-demand ("NVOD"), interactive guides and interactive
programming, and other special features.

This document refers to all cable programming networks offered as a part of program packages or tiers as
"basic cable networks." The primary level of cable television service is commonly referred to as "basic service” and
must be taken by all subscribers. The content of basic service varies widely among cable systems but, pursuant to
the Communications Act, must include all local television signals and public, educational, and governmental
access channels, and at the discretion of the cable operator, may include satellite delivered cable programming
channels carried on the system. One or more expanded tiers of service, known as CPS tiers for purposes of rate
regulation and often known as expanded basic, may also be offered to subscribers. These expanded tiers of service
usually include additional satellite delivered cable programming channels and are available for additional monthly
fees. Communications Act 88 623(b)(7), 623(1)(1), 47 U.S.C. 88 543(b)(7), 543(1)(2).

“Homes passed is defined as the total number of households capable of receiving cable television service.

BPenetration is defined as the ratio of the number of cable subscribers to the total number of households passed
by the system.

®Premium services are cable networks provided by a cable operator on a per channel basis for an extra monthly
fee. Pay-per-view services are cable networks provided by a cable operator on a per program basis. Pay-per-view
service is a separate category from premium service. Communications Act 88 623(b)(7), 623(1)(2), 47 U.S.C.
88 543(b)(7), 543(1)(2).

YChannel capacity is defined as the maximum number of video channels that a system can carry simultaneously
on a broadband or fiber optic network. Channel capacity can be decreased on any given network simply by using
bandwidth for other services such as Internet.

8See App. B, Thl. B-1. Nielsen Media Research estimates the number of television households annually, and
industry practice is to use this figure throughout the television broadcast season, which beginsin September and
endsin August of the following calendar year. Thus, the figure for TV households in June 1998 is the same as the
figure for December 1997.
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end of 1996 and 94.6 million at the end of 1997, an increase of 1%.*° The same source indicates that by the
end of June 1998, the number of homes passed by cable was 95.1 million.*® As such, the number of homes
passed as a proportion of the number of TV households decreased one tenth of one percent from 96.6% in
January 1997, to 96.5% in December 1997, and in the first half of 1998, increased one half of one percent to
97% of TV households.*

17. Subscribership. Basic cable television subscribership grew from 63.5 million subscribers
at the end of 1996 to 64.9 million subscribers at the end of 1997, an increase of 2.2%, and increased to an
estimated 65.4 million subscribers by June 30, 1998, a six month increase of about 0.8%.? Basic cable
penetration aso grew, increasing from 67.8% at the end of 1996 to 68.6% at the end of 1997 to 68.8% at the
end of the first half of 1998.2 The percentage of TV households subscribing to cable continues to increase,
rising to 66.2% of all TV households by the end of 1997, and to 66.7% by the end of June 1998.2* The number
of basic cable subscribers as a percentage of the number of homes passed increased from 67.8% in 1996 to
68.6% in 1997 and to 68.8% by June 1998.% The number of homes subscribing to premium cable services
increased by 1.6% in 1997 to 31.5 million homes from 31 million homes at the end of 1996, and the number
of premium services to which homes are subscribing (known as "premium units') increased 2.6%, with 56
million premium units subscribed to by the end of 1997, and an estimated 56.4 million units subscribed to by
the end of the first half of 1998, a 0.7% increase.?®

18. Channel Capacity. Over the past year, cable operators have made significant capital
expenditures to upgrade and rebuild cable infrastructure in order to increase channel capacity and provide
additional services. Additionaly, some operators have chosen to increase channel capacity through the
deployment of digital platforms. Through upgrades and rebuilds, which are discussed later in this section,
operators can increasethe bandwidth of their networks, thus enabling them to offer additional channelsof video
service, aswell asother services(i.e. Internet access, telephony). Throughdigital compression techniques, also
discussed later, operators can have the option of offering their customers more video channels or a higher
quality of resolution and reception. Changesto capita infrastructure and types of auxiliary servicesavailable
are also discussed later in this report.

®See App. B, Thl. B-1. Homes passed data calculated by Paul Kagan Assocs,, Inc., are tracked on a monthly
basis. Thus, figuresfor June 1998 will demonstrate an increase or decrease as is appropriate.

2see App. B, Thl. B-1.
2.
2,
3.
.
2|,

%See App. B, Thl. B-2.
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19. Some operators believe that a system will soon need to offer 150 or more channelsto remain
competitive.” Many have made commitmentsfor upgradesthat will enablethem to makethis possiblefor their
customers.?® For example, where available, Comcast's digital service offers customers over 175 digital and
analog channels including 75 to 85 analog channels, 24 premium digital, 30 to 40 digital pay-per-view®
channels, and 40 audio music channels*® MediaOne's digital service offers approximately 189 channels
including up to 77 analog, 72 digital video channels, and 40 digital music channels3' Cablevision Systems
Corporation offers over 100 channels in some of its service areas, and other operators are preparing to make
similar offerings to their subscribers.®* As such offerings by cable operators continue to be made, average
channel capacity for cable systems continuesto increase.® In August 1997, analysts estimated that the year-
end average cabl e system analog channel capacity would reach 78 channels by year-end 1997, and 90 channels
by the end of 1998.3*

20. According to one source, cable systems with a capacity of 30 or more channels accounted
for 83% of cable systemsin October 1997. This represents 8,260 systems nationwide.* The percentage of

#Paul Kagan Assocs., Inc., Resurgent TCI Upgrades Its Outlook, Cable TV Investor, Apr. 14, 1998, at 4.
%3%ee paras. 37-41 infra.

A pay-per-view ("PPV") network provides a single program stream of video on a dedicated channel.
Customers can opt to purchase the programming on a program by program basis, or they can opt not to purchase
the programming available. Regardless of the customers purchasing decisions, a pay-per-view channel is still part
of the cable package.

®Comcast Comments at 13, and Comcast Corporation, Comcast Reports Strong Third Quarter Results, (news
release), Nov. 9, 1998. Seealso para. 49 infra. Asof August 1998, Comcast's digital service was availableto 1.5
million households in Orange County and Sacramento, California; Greater Philadelphia, Pennsylvania; Baltimore,
Maryland; parts of Middlesex, Union, and Essex Counties, New Jersey; Indianapolis, Indiana; and Southeast
Michigan. Asof November 1998, Comcast had over 50,000 subscribers to digital service and expects to have
60,000 subscribers by year-end 1998.

M ediaOne Comments at 14; telephone interview with Bill Black, Director of Corporate Communications for
the Midwest Region, MediaOne, Dec. 8, 1998. Asof May 1998, Media One was offering digital serviceto 115,000
homes passed in Canton, Plymouth, and Northville, Michigan. As of November 1998, Media One was
additionally offering digital servicein Southfield, Michigan for atotal of 152,000 homes passed by digital cable.

#paul Kagan Assocs.,, Inc., First Stats From New Product Launches, Cable TV Investor, Apr. 14, 1998, at 7.
#paul Kagan Assocs.,, Inc., Plain Old Cable Growth Not Out of Style, Cable TV Investor, Apr. 14, 1998, at 2.

#paul Kagan Assocs., Inc., Weighted Cable Analog Channel Capacity Model, Cable TV Programming, Aug.
31,1997, at 1. Industry observersindicate that measuring digital channel capacity is much more difficult than
measuring standard analog transmission capacity. As such, no research entity is currently attempting to measure
average channel capacity.

%See App. B, Thl. B-3. Use of October to October data is consistent with our 1997 Report, and is the method
used by Warren Publishing, Inc., to report channel capacity system statistics. Warren Publishing reports the
percentage of all systems polled. For the purposes of this Report, the figures have been recal culated to report the

(continued...)
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systemswith channel capacities of 54 channels or more accounted for 19% of cable systemsin October 1997,
or 1,886 systems.*” In October 1998, cable systems with a capacity of 30 or more channels accounted for
84.6% of cable systems, or 8,328 systems.® Cable systems with channel capacities of 54 channels or more
accounted for 20.7% of cable systemsin October 1998, or 2,040 systems.*

21. In October 1997, 98.2% of all subscribers were served by systems with capacities of 30
channels or more.*> Moreover, 58.4% of all subscriberswere served by systemswith capacities of 54 or more
channelsin October 1997.** In October 1998, 98.8% of all subscriberswere served by systemswith capacities
of 30 channels or more® and 61.51% of all subscribers were served by systemswith capacities of 54 or more
channelsin October 1998.%

22. Viewership. Asnoted in last year's report, viewership of non-premium cable networks has
grown significantly over the past decade, while viewership of broadcast televison stations has steadily
declined.** Thistrend continues. Twenty-four hour a day, seven day aweek, non-premium cable viewership
rose from a 38 share® at the end of June 1997 to a41 share at the end of June 1998.% Twenty-four hour aday,

- .
(...continued)
percentage of systems responding to the Warren poll (i.e. we subtract out the number of systems "not available" for

response).

%See App. B, Thl. B-3.

d.

#d.

#|d.

“See App. B, Thl. B-4. Use of October to October data is consistent with our 1997 Report, and is the method
used by Warren Publishing, Inc., to report channel capacity system statistics. Warren Publishing reports the

percentage of all systems polled. For the purposes of this Report, the figures have been recal culated to reports the
percentage of systems responding to the Warren poll (i.e., we subtract out the number of systems "not available" for

response).
“See App. B, Thl. B-4.
“d.
“d.
“Nielsen Media Research, Nielsen Television Index/Monitor Plus, Aug. 1998.

“A shareis the percent of all households using television during the time period that are viewing the specified
station(s) or network(s). The sum of reported audience shares exceeds 100% due to multiple set viewing.

“Nielsen Media Research, Nielsen Television Index/Monitor Plus, Aug. 1998. The Nielsen Television
Index/Monitor Plus reports non-premium cable viewership as "cable origination” viewing shares, and premium
cable viewership as "pay" shares. According to Nielsen, cable origination includes the basic cable tier, the cable

(continued...)
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seven day aweek broadcast television viewership decreased from a 64 share at the end of June 1997 to a 61
share at the end of June 1998.+

23. Cable Networks. 1n 1997, the number of basic cable networks increased by five, from 126
to 131 total basic cable networks, a 4% increase.®® During the first half of 1998, the number of basic cable
networksincreased by two to 133, a 1.5% half-year increase.** The number of premium networks decreased
by four networks, from 18 to 14, a 22.2% decrease between the end of 1996 and the end of 1997, but increased
by six channelsduring thefirst half of 1998, to reach 20 total premium networks, a42.9% half year increase.®
The number of pay-per-view networks decreased, from seven to six networksin 1997, aone network, 14.2%
decline.® The number of PPV networks, however, increased by three networks during the first half of 1998
to reach nine total PPV networks, a half-year increase of 50%.% The number of networks classified as
combined decreased by approximately 31% or by four networks in the first half of 1998 from 13 to nine.>®

24, Programming Costs. License fees paid by cable system operators to basic cable network
programmersincreased by 18.4%, from approximately $3.1 billionin 1996 to $3.7 billionin 1997.> Analysts

“(...continued)
programming service ("CPS") tier, also known as extended basic, and pay-per-view (defined as payment on a per-
program basis). Nielsen separately reports "pay" viewing shares as only premium tier (defined as payment on a
per-channel basis for networks such as HBO and Showtime).

“Nielsen Media Research, Nielsen Television Index/Monitor Plus, Aug. 1998. "Broadcast" shares include
network affiliates, independent, and public broadcast stations.

“See App. B, Thl. B-5.

““See App. B, Thl. B-5. See also App. D, This. D-1 through D-4. Some of the most recent nationwide network
launchesinclude: Cafialesi (adigital package of 8 video programming services), BBC America, Discovery
Health, Soap Channel, Toon Disney, ZDTV: Your Computer Channel. Networks that were discontinued include:
Q2and Request TV 1, 2, & 3.

¥See App. B, Thl. B-5; NCTA Comments at 53. Theincrease in the number of networks classified as premium
during the first half of 1998 may be explained by the decision of some networks to sell their services exclusively
under one category (e.g. basic or premium), as opposed to "combined,” which refers to cable networks that fall
under more than one service category. For example, the Disney Channel is sold on the basic tier in some systems,
whileit is sold as a premium service on other systems, thusit is classified only within the "combined" category.

*See App. B, Thl. B-5.

%2See App. B, Thl. B-5. Again, the increase in the number of networks classified as pay-per-view during the
first half of 1998 may be explained by the decision of some networks to sell their services exclusively under one
category (e.g. basic, premium, or pay-per-view).

%See App. B, Thl. B-5.

% Paul Kagan Assocs., Inc., Basic Cable Network Economics (1983-2007), Cable Program Investor, Mar. 13,
(continued...)
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estimate that in 1998 fees will increase by an additional 20.5% to reach $4.4 billion.>> At the same time,
programming expenses for the cable networks themselves have reportedly increased 20.9% in 1997 to $4.1
billion and an estimated 16.7% in 1998 to an estimated $4.8 billion.*® Theseincreased programming costs for
cable operators can be, and often are, passed al ong to cable subscribers asallowed for under the Commission's
rules.®

25. In June 1998, a voluntary questionnaire seeking information on the source of programming
cost increases was distributed by the Commission to six multiple system operators ("MS0s").*® The Cable
Services Bureau analyzed the responses and prepared a Report.* The responses of four® of those questioned
revealed that sports programming accounted for 26.7% of total expenditures for regulated programming in
1997 (or $127.6 million). Those four M SOs attributed 19.4% of rate increases to sports programming Costs.
Some cable operators note that distribution rightsfor NFL and NBA events have increased by 100% to 150%,
while the NHL has increased its distribution rights fees 260%.% Cox estimates that 27% of its total
programming costs were attributable to sports programming in 1997.%2 MediaOne indicates that its sports

%4(...continued)
1998, at 3. License fees are the fees charged by a cable network to allow an operator to deliver the network's
programming. License fees reported here do not include superstation license fees, common carrier payments, and
copyright fees.

*Paul Kagan Assocs., Inc., Basic Cable Network Economics (1983-2007), Cable Program Investor, Mar. 13,
1998, at 3.

.
47 C.F.R. § 76.922(f)(6).

*®The six largest MSOs, in terms of subscriber size, were selected for this survey. They are: Cablevision
Systems Corporation, Comcast Corporation, Cox Communications, Inc., MediaOne, Inc., TCl Communications,
Inc., and Time Warner Cable. This questionnaire was a follow-up of last year's annual competition report. See
1997 Report, 13 FCC Rcd at 1239, Separate Satement of Chairman William E. Kennard.

*This Report is attached as Appendix F and does not necessarily reflect the views of the Commission itself.

®The responses of the MSOs in this study were voluntary. Two MSOs did not provide enough information on
certain questions to complete an analysisinclusive of their responses (i.e., insufficient data).

®Comcast Reply Comments at 22; Mike Reynolds, Raising the Promotional Stakes, Cable World, May 4, 1998,
at 138; William M. Carley, GE's TV Division Begins a Program To Control Costs, The Wall Street Journal, Aug.
20, 1998, at C22; and Kyle Pope, CBSto Shift $50 Million From Affiliates To Help Pay Bill for NFL Broadcasts,
The Wall Street Journal, Jun. 1, 1998, at B6. ESPN bid $4.8 billion for rights to the NFL telecast package. Even
broadcasters have found sports rights increasingly expensive to attain in 1997 and 1998. In early 1998, CBS Corp.
won the rights to pay $500 million a year to telecast NFL football, while NBC passed up its chance to because of
high rights fees.

®Cox Comments at 13. Cox also estimates that in 1997, 26% of programming costs were attributed to
children's programming.
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programming costs grew to 19.75% of all programming costsin 1997.%° Comcast notes that within the past
few years, amost all regional sports networks have migrated from premium tiers (at $8 -$14 per month) to the
basic cable package.® Comcast further states that while this migration has likely contributed to the increase
inthe price of the basic cable package for subscribers, these tier migrations have generally met with customer
approval . It also asserts that the shift of sports programming back to the basic cable tiers should address
Congress 1992 concerns regarding customers lack of accessto local sports programming when it is offered
on premium channels.®®

26. The responses to the 1998 voluntary questionnaire also reveal ed that, according to the same
four MSOs, news programming costs accounted for 11.2% (or $53.3 million) of total programming cost,
children’s programming accounted for 11.5% (or $55.2 million), and the general entertainment category |abeled
“all other," accounted for 50.6% (or $242.1 million) of the total programming. The M SOs attributed 11.9%
of their rate increases to news programming, 4.5% to children's programming, and 64.2% to the "all other
category." A&E Networks notes that the audience demand for higher quality programming content has been
expanding, and thus programming networks must pay more for the same pool of talent, which consequently
increases the price of that talent.®” This increase in the price for talent often results in an increase in fees
charged to cable networks, which are often passed through to cable operators. The networks' strategy to
increase original programming and investment in promotion for that original programming aso contributesto
the rising price of programming.®®

27. Other expenses incurred by cable operators are copyright fees for broadcast signa carriage.
Fees collected for thefirst half of 1998, however, showed anoticeable decline over past half-years mostly due
to thereclassification of WTBS from adistant broadcast superstation to a cable network. As of December 10,
1998,%° copyright fees paid by cable system operators for broadcast signal carriage under Section 111 of the
Copyright Act™ for the period July 1 to December 31, 1996, were $88.98 million, and for the period January

%M ediaOne Comments at 17.
%Comcast Reply Comments at 22.
®ld.

®1d. Seealso 47 U.S.C § 521 nt (This section required the Commission to report to Congress on sports
migration).

A& E Comments at 1.
®3ee Mike Reynolds, Raising the Promotional Stakes, Cable World, May 4, 1998, at 138. Broadcast networks
are facing similar programming cost increases. NBC, for example, recently agreed to pay $13 million aweek for

"ER," a 300%-500% increase over the previous year.

®Copyright fees, though technically due on a specific date, are collected on arolling basis. We report the most
current figures available.

Copyright Act, 17 U.S.C. § 111 et seq.
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1 to June 30, 1997 fees collected were $78.23 million.”* For the period July 1 to December 31, 1997, fees
collected as of December 10, 1998 were $77.34 million, and for the period January 1 to June 31, 1998 fees
collected were $51.87 million.”

2. Financial Performance

28. Dataconcerning cableindustry revenueand cash flow indicatethat the cableindustry remained
financially strong in 1997 and the first half of 1998. Stock prices according to the Kagan MSO Index™ also
show growth in the cable multichannel service operator sector.

29. Cable Industry Revenue. Annual cableindustry total revenue grew 10.1% in 1997 to reach
$30.784 hillion.” Analysts estimate 1998 year-end total revenue will reach $32.627 billion, an estimated 6%
increase.” By the end of 1997, revenue per subscriber grew 7.7% to $479.40 per subscriber per year, or
$39.95 per subscriber per month. Analysts estimate that by 1998 year-end revenue per subscriber per year,
will reach approximately $500, or $42 per subscriber per month.”

30. When cable system revenue is indexed by source, the category with the greatest amount of
growthin 1997 wasthe advanced video services (analog and digital) sector,” increasing almost 130%, to reach

"Copyright Office, Library of Congress, Licensing Division Report of Receipts, Dec. 10, 1998. Date of
"collection” indicates the date the Copyright Office has deposited payments made by cable operators. Payments are
due within a certain time frame around the copyright period, however, operators submit payments on a continuing
basis.

"Copyright Office, Library of Congress, Licensing Division Report of Receipts, Dec. 10, 1998. The declinein
fees collected for the first period of 1998 are mostly due to the changed status of WTBS from superstation to cable
network. As such copyright fees can no longer be collected for network TBS.

"See Paul Kagan Assocs.,, Inc., Cable MSO Stocks, Cable TV Investor, Sept. 3, 1998, at 6. The Kagan MSO
Index consists of: Century Communications, Cable Michigan, MediaOne Group, Cox Communications, Adelphia
Communications, Comcast Communications, Time Warner, Cablevision Systems, Inc., Tele-communications Inc.
tracking stock A., TCA Cable, Jones Intercable tracking stock A., TCI Satellite, and Rogers Communications
tracking stock B.

"See App. B, Thl. B-6.

»|d.

d.

""The advanced video services sector includes both digital and analog advanced video services. Digital video
services can provide superior video picture quality and increased channel capacity through compression
techniques. Advanced analog services are usually deployed on 750 MHz or higher systems and provide users with
certain two-way capabilities such as PPV and NVOD. Both digital and analog advanced services require the use of
aspecial set-top box.
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$208 million, as subscribers began to take advantage of operators new offerings.”® Analysts estimate that
advanced services revenues will double by the end of 1998 to reach an estimated $424 million.” In the more
traditional revenue-generating sectors of cable, the greatest revenue generating segment was the pay-per-view
sector, which had revenueincreases of 27.2% from $647 million annual revenuein 1996 to $823 million annual
revenue in 1997.% Industry analysts predict total pay-per-view revenue will decrease 5.1% in 1998 to an
estimated $781 million.®* Advertising revenues retained by MSOs increased dmost 16% in 1997 from $1.7
billion in annual revenuein 1996 to $1.9 billion in 1997.%% Industry analysts predict this revenue sector will
increase to an estimated $2.2 billion by year-end 1998.%  Premium tier revenues and home shopping revenues
grew the least in 1997. Annua revenue from pay tiers decreased approximately 1% from $4.955 billion in
1996 to $4.952 hillion in 1997, and are expected to decline to $4.913 billion by the end of 1998.3* Revenue
from home shopping services grew from $145 million in 1996 to $152 million in 1997, a 4.8% increase, and
is expected to increase to $160 million by year-end 1998.%°

31 Cable Industry Cash Flow. Cash flow may be used to value the financial position of cable
firms. Analysts often report industry-wide cash flow in terms of operating cash flow. In the case of individual
firms it may be expressed in terms of a proxy known as "EBITDA" (earnings before interest, taxes,
depreciation, and amortization). Financia anaysts report that industry-wide cash flow increased by 11.6%

8See App. B, Thl. B-6. 1995 was the first year analysts classified "advanced services' as a separate revenue
generating category reporting $23 million of revenue for cable operators. 1n 1996, "advanced services' brought in
$91 million of revenue to cable operators, a 295% increase.

See App. B, Thl. B-6.

%See App. B, Thl. B-6. Request Television, Inc. 1997 PPV Year in Review, Jan. 1998, at 4, 6, and 11.
According to Request Television's annual pay-per-view industry report, 95.6% of total PPV revenue came from
boxing (61.2%) and wrestling (34.4%) events. Request Television expects boxing's share to decrease in the next
year and wrestling's share to increase. The report aso states that the cable retail price of PPV moviesislikely to
decrease in response to DirecTV's retail rates.

8See App. B, Thl. B-6. See also Joe Schlosser, Question mark for cable's digital future, Broadcasting & Cable,
Mar. 23, 1998, at 18, and Kim Mitchell, PPV Packs a Punch Thanks to Tyson's Bite, Cable World, Jan. 15, 1998,
at 14. A decreasein PPV revenues is expected because a decrease is expected in the number of high-profile boxing
matches, especially boxing matches with Mike Tyson. In 1997, a single boxing match in which Mike Tyson
participated accounted for nearly $100 millionin PPV revenue.

8See App. B, Thl. B-6. When taking programming from a particular network, MSOs are given slots of time for
which they are allowed to run local advertising availabilities ("ad avails'). The MSOs are entitled to keep all
proceeds from these local ad avails. The cable networks retain al the revenue generated from national ad avails,
which constitutes the larger percentage of advertising time and revenue.

8See App. B, Thl. B-6.

®NCTA, Cable Advertising Revenue, Cable Television Developments, Spring 1998, at 9. NCTA does not
predict 1998 year-end revenue.

%See App. B, Thl. B-6.
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between the end of 1996 and the end of 1997, from $11.972 billion to $13.369 billion.® Analysts estimate that
by year-end 1998, cash flow will increase 8% to reach $14.440 billion.!” For 1997, the cable industry
generated approximately $208.23 in annual cash flow per subscriber, about $18 higher than the $190.54 per
subscriber generated in 1996.% Analysts estimate that cash flow per subscriber per year will increase by
approximately $13 to reach $220.80 in 1998.%° The ratio of cash flow to revenue ("cash flow margin")
increased from 42.3% in 1996 to 43.4% in 1997, and is expected to increase to 44.2% in 1998.%

32. Sock Prices. Between January 1997 and June 1998, stock market values of cable MSOs, as
represented by the Kagan MSO Index, grew steadily, with growth accelerating between the fourth quarter of
1997 and the second quarter of 1998."" By comparison, during the same period, both the Standard and Poor's
Index of 500 widely-held stocks™ ("S& P 500") and the Dow Jones Industrial Average™ ("Dow Jones') grew
more modestly.** Indexed to a scale of January 1997 equalling 100, all three indices grew during the first
quarter of 1998 and most of the second quarter of 1998, but by the end of the second quarter 1998, the Kagan

®ld.
#ld.
#ld.
#ld.

%1d. Cash flow margin isacommonly used financial analysistool for determining an M SO's operating
efficiency, profitability, and liquidity.

“Paul Kagan Assoc., Inc., Index Performance Table, Cable TV Investor: Sept. 3, 1998, at 6; Aug. 10, 1998, at
14; May 26, 1998, at 18; Apr. 14, 1998, at 14; Feb 24, 1998, insert; Nov. 21, 1997, insert; Jul. 9, 1997, insert; Jun.
13, 1997, insert; May 20, 1997, insert; Apr. 30, 1997, insert; Feb. 24, 1997, insert; Jan. 7, 1997, at 16; Oct. 21,
1996, insert; Aug. 21, 1996, insert; Jul. 23, 1996, at 1; Jul. 23, 1996, insert; May 21, 1996, insert; Mar. 15, 1996,
insert; and Feb. 29, 1996, insert. The Kagan MSO Index grew 84% (from 1489.59 to 2744.71) between the fourth
quarter of 1997 and the end of the second quarter of 1998.

®The Standard and Poor's Index 500 is a stock index that tracks a compilation of 500 industrial, transportation,
financial, and utility stocks.

%The Dow Jones Industrial Average is a price-weighted average of 30 actively traded, nationally known
company stocks that have along record of profit growth and dividend payment and a reputation for quality
management, products, and services. These stocks are primarily industrial stocks, but aso include service-
oriented firms.

%“paul Kagan Assoc., Inc., Index Performance Table, Cable TV Investor: Sept. 3, 1998, at 6; Aug. 10, 1998, at
14; May 26, 1998, at 18; Apr. 14, 1998, at 14; Feb 24, 1998, insert; Nov. 21, 1997, insert; Jul. 9, 1997, insert; Jun.
13, 1997, insert; May 20, 1997, insert; Apr. 30, 1997, insert; Feb. 24, 1997, insert; Jan. 7, 1997, at 16; Oct. 21,
1996, insert; Aug. 21, 1996, insert; Jul. 23, 1996, at 1; Jul. 23, 1996, insert; May 21, 1996, insert; Mar. 15, 1996,
insert; and Feb. 29, 1996, insert. The S& P 500 grew 30% between the fourth quarter 1997 and the end of the
second quarter 1998, and the Dow Jones grew 25%.
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M SO Index grew 59 percentage points more than the Dow Jones and 54 percentage points more than the S& P
500 indices.®

33. A number of specific events contributed to the increase in MSO stock market values (i.e.
"M SO vauations') in 1997 and the first half of 1998. Aswe reported in the 1997 Report, the collapse of the
News Corporation's planned $1 billion acquisition of Echostar, and Microsoft's $1 billion investment in
Comcast, contributed to the increase observed in MSO valuationsin 1997.% Also contributing to increased
market valuations in 1997 were speculations of an AT& T-TCI merger, and Southwestern Bell's decision to
exitthe MV PD marketplace.”” AT& T'spurchase of Teleport from aconsortium of M SOsand purchases made
by Microsoft co-founder Paul Allen®® contributed to increasesin MSO va uationsin late 1997 and thefirst half
of 1998.% The actual announcement of AT& T's proposed purchase of TCI led to increasesin MSO market
val uations after the second quarter of 1998.1®

34. Analysts indicate that specific cable operators are finding very high market acceptance to
initial launches of cable-telephony service (up to 20% penetration in some areas), which is having afavorable
impact on industry-wide stock values.'® Revenue gains of 6%-11%, and cash flow growth of 8%-12%, with
cash flow margins stable or increasing, aso seems to be key to strong industry-wide market valuations.
However, someanalystsassert that several factorswill limit revenue growthin 1998, including public pressure
to restrict price increases.'®

#|d.
%See 1997 Report, 13 FCC Red at 1061 1 34.
9Paul Kagan Assocs., Inc., The Public Market, Cable TV Financial Data Book, Jul. 1998, at 76.

%See para. 149 infra. Microsoft co-founder Paul Allen purchased Marcus Cable for $2.8 hillion, Charter
Communications for $4.5 billion, and there are indications of a possible deal with Century Communications.

®paul Kagan Assocs., Inc., The Public Market, Cable TV Financial Data Book, Jul. 1998, at 76.

1™ Jessica Reif Cohen, Harry Wagner, and Suk Han, Cable Television: Q2 Preview, Merrill Lynch United States
Media/lEntertainment, Jul. 9, 1998, at 5. To many in the investment community, AT&T's planned purchase of TCI
indicates that, in general, cable MSOs are more highly valued than before. AT&T specifically indicates that TCI is
valuable to them because of the cable operator's ability to provide AT& T with access to millions of American
households through direct wiring into the home, hence the premium over prevailing market prices offered by
AT&T for the acquisition. AT&T claims to have experienced great difficulty in developing a facilities-based entry
into local service telephony market. Thus, by purchasing TCI, AT&T gains the infrastructure needed to begin
entering the local telephone market. Because other cable operators also can offer similar infrastructure to others
interested in entering the local telephony market, the proposed acquisition of TCI by AT&T has resulted in higher
stock market values for cable MSOs generally.

1% Jessica Reif Cohen, Harry Wagner, and Suk Han, Cable Television: Q2 Preview, Merrill Lynch United States
Media/Entertainment, Jul. 9, 1998, at 6.

%2Richard Bilotti, Marc Nabi, and Gary Lieberman, Cable/Satellite Communications, Cable Television 1Q98
Review and 2Q98 Preview: Morgan Stanley Dean Witter, Apr. 14, 1998, at 1.
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3. Capital Acquisition and Disposition

35. CablelIndustry Financing. Thecableindustry hastypically relied on combinations of private
and public financing, with the exact distribution of these combinations varying greatly from year to year.
These year to year fluctuations in financing sources appear to be based on the availability of acceptable
financing rates through private investors or capital lending institutions. Between July 1 and December 31,
1997, thecableindustry acquired $865 millionin private debt financing (i.e., financing received by M SOsfrom
banks, insurance companies, and other ingtitutional investors).’® In the second half of 1997, $2.775 billion
of net new public debt was issued.’® The remaining industry financing was obtained through a mixture of
private equity (i.e., equity received by M SOsfrom individuals, private corporations, venture capital firms, and
investment banks) and public equity offerings (i.e., stock markets). Private marketsyielded $88 million in the
second half of 1997, and public markets yielded $180 million.’®

36. From January through June 1998, the cable industry acquired more private debt than during
the same period in 1997. Between January and June 1998, the industry acquired $1.6 billion of private debt
compared with $735 million for the same period in 19972 Less public debt wasissued between January and
June 1998 than during the same period in 1997. Approximately $5.8 billion of net new public debt wasissued
for the first half of 1998 while approximately $7 billion was issued during the same time period in 1997.1%
Between January and June 1998, $1.7 billion of public equity activity was generated while $1.1 billion was
generated for the same period in 1997. Private equity generated from January to June 1998 was $50 million
whereas only $12 million was generated between January and June the year before.!*®

37. Capital Expenditures/Capital Investment. In 1997, the cableindustry invested atotal of about
$6.8 hillion on the construction of plant and equipment, a 21% increase over the $5.6 billion spent in 1996.®
Total capital expenditures are expected to grow again in 1998 to reach an estimated $7.7 billion by year's end,
an increase of 13%."° Expenditures in 1997 included approximately $960 million for maintenance, $700

1%paul Kagan Assoc., Inc., Cable TV Financing Shapshot (facsimile), Nov. 9, 1998; Jan. 22, 1998, at 11; Nov.
30, 1997, at 6; Oct. 31, 1997, at 11; Sept. 15 and 19, 1997, at 6; and Aug. 31, 1997, at 7.

%9 d,

[0

1%pPaul Kagan Assocs., Inc., Cable Financing Snapshot - May, Cable TV Finance, Aug. 24, 1998, at 4.
071 q,

1081 g,

1%Paul Kagan Assocs., Inc., Estimated Capital Flowsin Cable TV, Cable TV Finance, May 31, 1998, at 1.

110| d
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million for new builds,*** $1.65 billion for rebuilds,™? $2 billion for upgrades,*® and $1.46 billion for
converters inventory.*** Most of the expenditures in 1997, projected expenditures for year-end 1998, and
expenditures made in the past few years have been for upgrades or rebuilds (i.e. the improvement of existing
plant). Since 1995, expendituresfor theimprovement of existing plant hasincreased approximately 20% each
year.'> In 1995, operators spent $2.5 billion on upgrades and rebuilds combined, whilein 1996, $3 billion was
spent, and in 1997, operators spent $3.7 billion.''® Analysts estimate that in 1998 money spent on upgrades
and rebuilds alone will reach $4.3 billion.**’

38. The trend to improve existing plant reflects the fact that while many systems currently have
sufficient bandwidth to provide advanced services they cannot do so without sacrificing channel capacity for
existing video services. Additionally, many systems have enough bandwidth to provide two-way'*® services,
but not without the risk of ambient interference. Higher amounts of bandwidth alow operators to increase
channel capacity for video and other downstream services, aswell asthe capacity to maintain reliable two-way
activated systems.*™® In order to offer customersthe advanced, two-way services, such astelephony and cable-
only Internet access,™ cable operators must make their systems two-way activated. Thus, as was discussed
earlier, MSOs are expected to improve their systems through increased channel capacity. Indeed, many cable

M*"New builds" are the construction of new cable plant where none existed before.

12"Rebuilds’ are improvements to existing systems that do not retain much of the old system plant and
equipment, instead laying mostly new plant and equipment.

Br"Upgrades' are improvements to existing cable systems that do not require the replacement of the entire
existing plant and equipment.

Mpaul Kagan Assocs., Inc., Estimated Capital Flowsin Cable TV, Cable TV Finance, May 31, 1998, at 1.

d.

116|d.

117|d.

18" Two-way services' are services that use "upstream” and "downstream” transfer of data. "Downstream” isthe
path over cable infrastructure to the customer. Services that use only downstream data transfer include video and
cable modem Internet access that uses a telephone company wireline return path (“telco-return”). "Upstream™ is the
return path back to the operator, and is required for telephony service and cable modem Internet access service that

uses cable infrastructure only.

19A system that is "two-way" activated is capable of both sending and receiving data, video, or voice over its
infrastructure, otherwise services depend on telco-return.

20 Cable-only" Internet access is access to the Internet provided solely over cable infrastructure as opposed to

using cable infrastructure for data sent to the customer and using telephone company wireline for data sent to the
cable operator for deployment to the Internet.
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operators are spending millionsto upgrade and rebuild their systems. In addition, asubstantia portion of total
expenditures continues to be spent on new builds, as U.S. housing starts have grown since January 1997.'%

39. In 1997, many of the large M SOs spent as much as half a billion dollars each on capital
expenditures.® For example, Cox statesthat by the end of 1998, it will have spent $3.3 billion over the past
five yearsto upgradeitsinfrastructure to deploy new servicesto subscribers.’?® Capital expendituresin 1997
alone for Cox were $708 million.** MediaOne spent approximately $1.6 billion in 1997 on rebuilds and
upgrades.’® In 1996 and 1997, Comcast spent $800 million to upgrade most of its cable systems
nationwide.® In 1998, it expects to spend an additional $700 million.**” As aresult of these investments,
Comcast expects to meet its Social Contract commitments with the Commission,*?® such that by March 31,
1999, 80% of its cable subscribers will be served by systems of 550 MHz or greater, with 60% of its cable
subscribers served by systems of 750 MHz.*® Comcast says that 70% of its subscribers are presently served
by systems at 550 MHz or higher.™® Additionally, Comcast hasinvested in infrastructure that will increase
channel capacity and bring high-speed Internet access to several specific systems around the country ™!

21.S. Census Bureau, Housing Starts -- Seasonally Adjusted Annual Rate
http://mww.census.gov/ftp/pub/const/www/c20index.html

22Richard Bilotti, Marc Nabi and Gary Lieberman, Cable Television: 1Q98 Review and 2Q98 Preview, Morgan
Stanley Dean Witter, Apr. 14, 1998, at 3.

123Cox Comments at 2.

2These expenditures wre primarily for the upgrades necessary to support quality delivery of multiple services
such as digital video, telephony, and internet access. Cox Communications, Inc., Cox Communications, Inc.,
Summary Annual Report 97, at 22.

125\ ediaOne Comments at 16.

26The expenditure was for the deployment of fiber optic cable and improvement Comcast's existing broadband
network. Comcast Reply Comments at 20.

2 d.

28Under a social contract a cable operator is given substantial flexibility in setting rates for new regul ated
services, such as new service tiers offering additional program channels. In exchange, customers are guaranteed
that rates for current services will be kept stable and reasonable. An operator also must commit to maintaining or
improving service quality. A social contract is effective for aterm of years. It must be approved and overseen by
the Commission.

2Comcast Reply Comments at 12.
[0}

31 d. In Southeast Michigan, Comcast spent over $110 million on upgrades in 98 communities, serving over
500,000 subscribers to provide over 175 analog and digital channels of video programming and high-speed
Internet access. In Chesterfield County, Virginia, Comcast is currently spending $32 million deploying fiber optics
for systems serving approximately 70,000 subscribers to offer 34 new channel options and Internet access. In

(continued...)
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40. In 1997, TCl's cable group spent $538 million, as compared to $1,834 million and $1,591
million during 1996 and 1995, respectively.™* It isestimated that almost $394 million of its expenditureswere
for maintenance and extension capital, while $69.2 was for the provision of data services, $56.6 million were
for rebuilds and upgrades, and the remaining $20 million for miscellaneous expenditures.*** Though not
specific about where most future upgradesmight occur, TCl indicates, prior to itsdecision to potentially merge
with AT&T, that it plans to spend $1.8 hillion between 1998 and 2000 to complete its upgrade program.***
It statesthat these fundswill be used to increase channel capacity, provide high-speed data, and pay-per-view
video, but does not include plans for voice telephony.**®* Both AT& T and TCI suppose that $400 to $500
million of the estimated $1.8 billion upgrade will be expended by TCI prior to the anticipated merger, so that
one-third of TCl's existing cable plant will be upgraded by the consummation of the proposed merger.**

41. Asaresult of these expenditures, some cabl e system subscribers now have accessto improved
cable plant. By the end of the third quarter of 1998, Comcast had upgraded 60% of its homes passed by two-
way cableinfrastructure of 750 MHz or higher.™®” Asof June 1998, Cox had upgraded 56% of its systemsto
750 MHZ or higher with 50% two-way activated.™® Cablevision hasjust lessthan half of its systems, or 43%,
at 750 MHz or higher, but it has almost three quarters, or 70%, of its systems two-way activated.™*® Media
One has 45% of its systems at 750 MHz or higher with 49% two-way activated.**® Adelphia has 30% of its

13 _,.continued)
Charleston, South Carolina, Comcast will spend $42 million, and in Orange County, California, Comcast will
spend $47 million to deploy fiber optic cable to provide increased channel offerings and Internet access for more
than 80,000 subscribers.

32T ele-Communications Inc., Form 10-K for the Year Ended December 31, 1997, at 11-48, 151.

¥Richard Bilotti, Marc Nabi, and Gary Lieberman, Cable Television: 1Q98 Review and 2Q98 Preview,
Morgan Stanley Dean Witter, Apr. 14, 1998, at 86, Thl. 66.

¥ Application for Consideration to Transfer the Control of Licenses and Section 214 Authorizations, CS Docket
98-178, at Public Interest Showing 38-39, and Tele-Communications, Inc., 1997 Stockholders Report, at 10.

%Application for Consideration to Transfer the Control of Licenses and Section 214 Authorizations, CS Docket
98-178, at Public Interest Showing 38-39.

%Application for Consideration to Transfer the Control of Licenses and Section 214 Authorizations, CS Docket
98-178, at Public Interest Showing 38-39.

¥Comcast Corporation, Comcast Reports Srong Third Quarter Results (news release), Nov. 9, 1998.

3%8John M. Higgins with Price Colman and Richard Tedesco, AT& T Makes Local Call, Broadcasting & Cable,
Jun. 29, 1998, at 6.

139| d

“Telephone interview with Dave Wood, Director of Media Relations, MediaOne (Dec. 8, 1998).
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systems at 750 MHz or higher with 21% two-way activated.* And TCI has 20% of its systems at 750 MHz
or higher with 26% two-way activated.**?

4., Other Performance I ndicators

42. Cable System Transactions. The number of mergers, acquisitions, and exchanges between
M SOs has fluctuated over the past few years. The number of systems sold increased between 1996 and 1997
from 99 to 112 systems.**® From January 1998 through June 1998, 45 transactionswere recorded.*** Thetotal
number of subscribers served and the average system size of systems changing hands continueto vary greatly
from year to year. The average system size increased 26.5% from an average 79,322 subscribers per system
in 1996 to an average 100,353 subscribers per system in 1997. Between January and June 1998, the average
number of subscribers per system transaction was 405,366, a half-year increase of over 300%.'* The total
number of subscribers affected by system transactionsin 1997 increased 43.4% from approximately 8 million
subscribers in 1996 to approximately 11 million subscribersin 1997.1% Thus far in 1998, the total number
of subscribersaffected has been approximately 18 million subscribers.**” Thetota dollar value of transactions
increased 41.5% between 1996 and 1997, following a20.3% decrease between 1995 and 1996. The average
dollar value per subscriber of transactions was approximately $1,164 between January and June 1998,

43. Overbuilding. From 1995, when overbuild activity begantoincrease, to June 1998, competing
franchises have been awarded covering 149 communities in 21 states with the potential to pass 7.2 million
homes.**® However, not all of the franchises awarded are currently in operation serving customers. Once a
franchise is awarded, it takes a significant amount of time for the franchisee to build or gain access to a
network over whichto providevideo service. For example, asof December 1998, Ameritech held 87 franchise
awards, but of the communitiesincluded in those franchise areas, serviceis currently being offered in only 72

1John M. Higgins with Price Colman and Richard Tedesco, AT& T Makes Local Call, Broadcasting & Cable,
Jun. 29, 1998, at 6.

142|d.
3 Thisincludes all systems bought and sold. See App. B, Thl. B-8.

1A transaction recorded on this table may not actually take place, although it has been announced to the
public. Most recorded transactions do take place, although afew each year fall through. See App. B, Thl. B-8.

[0
149 d.
¥,
48 d. Seealso paras. 149-151 infra.

“9Paul Kagan Assocs., Inc., Cable TV Franchising Competition, 1995-1998 Franchise Awards, Cable TV
Financial Data Book, Jul. 1998, at 67.
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communities (i.e. parts or whole of the 87 franchise areas).*®® Ameritech's 87 franchise awards gives it the
potential to pass 1.5 million homes, and Ameritech thus far has passed 1 million of those homes with its
infrastructure.”™ Asof December 1998, Ameritech had atotal of 200,000 customers.®* Given these figures,
it appearsthat Ameritech has achieved penetration rates of approximately 10% within itstotal of 87 franchise
areas. This compares with a current national cable penetration rate of 68%.'> Because Ameritech has not
completed construction in all 88 areas, however, its penetration rate in areas of direct competition is
significantly higher. Other local exchange carriers ("LECS") aso have yet to build out their entire awarded
franchise areas.™™ Bell South offers servicein parts or whole of nine of its 18 franchise areas.™ GTE offers
sarviceinthree of its 11 franchise areas, and SNET offers servicein 12 citieswithin its Connecticut statewide
franchise area.®® More discussion about Ameritech video service provision and other LEC video efforts are
discussed later in this Report.™’

44, Among other smaller firms awarded competing franchises are RCN-BETG, McLeodUSA,
Knology Holdings, Inc., Private Cable Ltd., Fiber Vision.*® New overbuilds since our 1997 Report include
McL eodUSA'soverbuildin Cedar Rapids, lowawhich competeswithincumbent TCI.**® Thecompetitor offers
cablevideo and audio channelsand | nternet access, whiletheincumbent offers cable video and audio channdls,

Ameritech Corp., Ameritech New Media Cable Franchises (news release), Nov. 13, 1998.
B d; Ameritech Expands in Heartland, Cableday, Nov. 5, 1998, at 2.

B2Ameritech Corp., ex parte meeting with the Cable Services Bureau, Dec. 9, 1998.

15See App. B, Thl. B-1.

¥Paul Kagan Assocs., Inc., Cable TV Franchising Competition, 1995-1998 Franchise Awards, Cable TV
Financial Data Book, Jul. 1998, at 67.

55Bell South Comments at 2-3.

T elephone interview with Bill Shaw, Federal Docket Manager, GTE (Sept. 9, 1997); GTE Corp.,
http://www.gte.com/c/Prods/americas.html; SNET Corp. at http://www.snet.com/americast/amermain.htm; and
Conn. Regulators Unanimously Approve $4.4 Billion SBC-SNET Merger, Comm. Daily, Sept. 3, 1998, at 2.

¥'See paras. 113-115 infra.

18paul Kagan Assocs., Inc., Cable TV Franchising Competition, 1995-1998 Franchise Awards, Cable TV
Financial Data Book, Jul. 1998, at 67.

McLeodUSA, Rate Card for Cedar Rapids, lowa (facsimile), Oct. 26, 1998; and TCI of lowa, Rate Card for
Cedar Rapids, lowa (facsimile), Oct. 23, 1998. McLeodUSA's lowest-level offering is a 56-channel standard
service for $26.90 a month. Subsequent non-premium channels can be added as separate 10-channel tiers for
$5.00 each tier, or alacarte for $1.75-$2.75 each channel. Blocks of premium channels can be purchased, ranging
$2.75 from for Encore Multiplex to $11.50 for HBO, HBO 2, HBO 3 & HBO Family. It offers a 95-channel
service (which includes 15 movie channels) for $69.95. TCl's lowest-level offering is alimited basic service of 19
video channels and 2 guide channels for $8.95 a month. Non-premium channels can be added for $17.95 per
month for an additional 27-channel tier or ala carte for $1.75 each channel. Premium services can be purchased
individually, ranging from $1.75 for Encore to $11.50 for HBO or in bundles for collective discounts.
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with plansto offer Internet access by the end of November 1998.%° McLeodUSA is also expanding its fiber
optic network in the area, over which it currently deliverslocal phone and long distance service in the city.***
The company plansto target Des Moines, lowanext.*® In May, 1998, Knology Holdings, Inc. was awarded
a franchise for 132,000 homes passed in Charleston, South Carolina, where it has started to compete with
Comcast and Time Warner.** Knology already passes 68,000 homes in Columbus, Ohio; 82,000 homes in
Montgomery Alabama; and 97,000 homes in Huntsville, Alabama where it competes with TCI, Charter,
Comcast, Media Communications, and Wirdless One.’® Knology, similar to overbuilders RCN and
McLeodUSA, offersitscustomersnumerousservicesincluding video, telephony and high-speed Internet access
services.'®

45. Among municipal overbuilds since the 1997 Report is Click!, a Tacoma, Washington,
municipal overbuildthat competeswith TCI.*% Areaswhere overbuildingisbeing considered currently include

1M cLeodUSA, Rate Card for Cedar Rapids, lowa (facsimile), Oct. 26, 1998; TCI of lowa, Rate Card for
Cedar Rapids, lowa (facsimile), Oct. 23, 1998; and TCI of lowa, Telephone Call to TCI Cedar Rapids, lowa
Customer Service Department, Oct. 28, 1998.

1M cLeodUSA, Rate Card for Cedar Rapids, lowa (facsimile), Oct. 26, 1998, and Joe Esterella, TCI Faces
Rival in Cedar Rapids, Multichannel News, Jul. 13, 1998, at 29.

1%2Joe Esterella, TCI Faces Rival in Cedar Rapids, Multichannel News, Jul. 13, 1998, at 29.

8K nology Holdings, Inc. (facsimile), Nov. 2, 1998, at 6; Kent Gibbons, Fast-growing Knology 'Scares' Cable,
Multichannel News, Jun. 22, 1998, at 6. Knology's Charleston, South Carolina, system is currently under
construction. In the portions of the franchise area that have been passed by cable infrastructure, Knology offers
service to its customers.

¥K nology Holdings, Inc. (facsimile), Nov. 2, 1998, at 6; Kent Gibbons, Fast-growing Knology 'Scares Cable,
Multichannel News, Jun. 22, 1998, at 6. Knology's Panama City, Florida, and Augusta, Georgia, systems are
currently under construction. In the portions of the franchise areas that have been passed by cable infrastructure,
Knology offers service to its customers.

18K ent Gibbons, Fast-growing Knology 'Scares’ Cable, Multichannel News, Jun. 22, 1998, at 6.

1%6See Click! Network Tacoma Power, Rate Card for Tacoma, Washington (facsimile), Oct. 13, 1998; TCI of
Washington, Rate Card for Tacoma, Washington (facsimile), Oct. 14, 1998; Charles Paikert, Tacoma Ready to
Compete with TCI, Multichannel News, Jul. 27, 1998, at 8; Newswire, Tacoma's Click Network Debuts Video
Service, Cable World, Jul. 27, 1998, at 3. Click! offersa 17-channel broadcast only service for $5.95. This
package includes 13 video channels, one on-screen guide, one bulletin board and two preview channels. Click also
offers 7 additional video channels for a 24-channel (20 video channel total) broadcast-plus basic service for $9.95.
Click!'s expanded basic service includes an additional 42 video channels for $23.50 a month (66 channels, 62
video channelsin total). Premium services are sold ala carte or in packages. Installation is $29.95 for pre-wired
homes and $39.95 for unwired. TCI offers a 22-channel video broadcast basic service, with one on-screen guide for
$11.87. TCl's broadcast basic plus expanded basic service offers 38 additional video channels for $23.94.
Premium services are sold in "value paks." Installation is $24.95 for a pre-wired home and $46.95 for an unwired
home.
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the town of Lebanon, Ohio,®” and 11 communities in Northern Kentucky.*® Other communities, such as
Breckenridge and Moorhead, Minnesota, have rejected municipal overbuilds.’® In Virginia, state legisiators
enacted legisation barring local municipal overbuilds capable of offering telecommunications services.*”
Municipal overbuilding is especidly activein lowa, where 10 communities have decided to overbuild and 12
communities are considering overbuilding.*™

46. Oneindication that an overbuilt system may be in operation isthe filing for determination of
effective competition status, by the incumbent provider, with the Commission. Incumbent providersfile such
petitions when they believe that an overbuilder presents sufficient competition to meet one of the tests for
effective competition in therules.*™ Since 1995, 57 petitions for determination of effective competition status
have been granted by the Commission specifically on the basis of overbuild competition. Each petition
represents a franchise which may encompass numerous systemsin several communities. For example, within
these 57 petitions are 60 individual community units, identified by a Commission-assigned Community Unit
I dentification number ("CUID").}"®

47. Asdiscussed later in this Report, a study of selected areas where incumbent cable operators
face head-to-head effective competition are discussed later in this Report, shows that such competition often
result lower prices, additiona channels at the same monthly rate, improved services, or additional nonvideo

%7 Joe Esterella, Ohio Town Set To Approve Muni Network, Multichannel News, Jun. 1, 1998, at 18.
1% Joe Esterella, Ky. Towns Take Step Toward Mini Network, Multichannel News, May 25, 1998, at 34.

1% Joe Esterella, Small Minn Community Rejects Overbuild, Multichannel News, Apr. 20, 1998, at 14. Some
attribute these defeats to alack of education on the part of voters regarding the feasibility of a municipa overbuild
or smply that there were no feasibility studies performed.

0 Joe Esterella, Va. Bill Forbids Mini Overbuilds, Multichannel News, Mar. 23, 1998 at 36; FCC Defends
Decision In Abilene Preemption Case, Comm. Daily, Nov. 3, 1998, at 1. Although thereisasimilar casein Texas
whereby state law bars its cities from providing local telecommunications service, there has been no indication that
Texas municipalities are experiencing difficulty attaining franchise awards for cable overbuilds.

" Joe Esterella, lowa Town Is 12th to OK TCI Overbuild, Multichannel News, Feb. 1998, at 12, and Paul Kagan
Assocs,, Inc., Cable TV Franchising Competition, 1995-1998 Franchise Awards, Cable TV Financial Data Book,
Jul. 1998, at 70.

1247 C.F.R. § 76.905

1347 C.F.R. § 76.5(dd). A "community unit" is a cable television system, or portion of a cable television
system, that operates or will operate within a separate and distinct community or municipal entity (including
unincorporated communities within unincorporated areas and including single, discrete incorporated areas). The
Commission assigns each community an identification number, its Community Unit Identification Number
("CuID").
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services.™ However, in general cablerates have risen more than four timesthe rate of inflation.*> According
to the Bureau of Labor Statistics, between June 1997 and June 1998, cable pricesincreased by 7.3% compared
to a 1.7% increase in the Consumer Price Index ("CPI"), which is used to measure general price changes.*
A portion of these rate increasesis attributable to capital expendituresfor the upgrading of cable facilities, an
increase number of video and nonvideo servicesoffered, and increased programming costs. Inaddition, wenote
that thereisevidenceindicating that wheredirect competition existsit affectscable operators pricing decisions.

4See paras. 208-231 infra.
Bureau of Labor Statistics, Consumer Price Index Data, http:/stats/bls.gov.
176|d.
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5. Provision of Advanced Broadband Services

48. Cabl e operatorsare continuing with thedeployment of advanced technologiesincluding digital
video, Internet access, and telephony services over their cable systems. Asindicated earlier, upgradesto their
systeminfrastructure are being made so that operators can provide quality and reliable new services. Operators
also may be choosing to make upgrades to increase system capacity prior to commencing digital transmission
or two way services. Additionally, cable systems previoudy providing only one-way (*downstream™) analog
service to the customer may require upgrading to eliminate poor electronic connections and other sources of
interferenceprior to providing two-way ("upstream” and "downstream™) dataservices. Two-way infrastructure
is necessary for services such as two-way cable modems where datais transmitted entirely over cable and the
provision of telephone services over cable wiring.*””

49. Digital Video Services. Aswe reported last year, digital signal transmission, as compared to
the analog signal transmission historically used in cable systems, can provide superior video picture quality
andincreased channel capacity through compression techniques.*”® Subscriber reception of digital video signal's
requires aset-top deviceto decompress and decode incoming signalsand to trandate the digital signalsintothe
analog signals used by current television sets.

50. TCI statesthat digital video isawidely appealing product that will achieve high penetration
among its customers and it has made virtually all of its headends capable of delivering digitally compressed
tiers.'™ At the end of July 1998, TCI had approximately 600,000 digital customers.’® Cox is marketing its
digital product in six magjor markets with plansto offer digital servicein all nine of its mgjor cluster markets
by the end of 1998.2" Cox's most penetrated digital market is Orange County, California, where it has
achieved 10% penetration on a 252,000 subscriber system.’®? As of August, 1998, Comcast was offering
digital servicein Orange County and Sacramento, California; Greater Philadelphia, Pennsylvania; Baltimore,
Maryland; parts of Middlesex, Union, and Essex Counties, New Jersey; Indianapolis, Indiana; and Southeast

YDigital video service can be provided without two-way infrastructure.

18See 1997 Report, 13 FCC Red at 1063 1 46. In alocating bandwidth to digital video, an operator must
determine the number of analog or otherwise unused channels to devote to digital video. In attempting to
maximize the number of digital program channels per available bandwidth, operators have tried to maximize
digital compression ratios. The picture quality provided by a 12:1 digital to analog compression ratio may be
approximately equal to that provided by analog cable service, but is not as good as that provided by DBS systems
digital service or by lower compression ratios on cable systems.

John M. Higgins, Lessons Learned in Marketing Digital Cable, Broadcasting & Cable, Jun. 28, 1998, at 44.

180 Jessica Reif Cohen and Suk Han, Tele-Communications -Cl A, Merrill Lynch, Oct. 7, 1998, at 2.

!81Price Colman, Digital Cable: When, Not If, Broadcasting & Cable, May 4, 1998, at 42.

82John M. Higgins, Lessons Learned in Marketing Digital Cable, Broadcasting & Cable, Jun. 28, 1998, at 44;
Charles Paikert, Digital Picture Clears, Multichannel News Supplement, Jun. 29, 1998, at 14A.
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Michigan.’®® It was expected that Comcast will have 50,000-60,000 digital subscribers by the end of the
year 1%

51. Asof June 1998, Time Warner and MediaOne had committed to smaller orders of digital set-
top converter boxes, offering service in only afew selected markets.™®® In May, 1998, Time Warner began
testing digital cable in its Austin, Texas, system.’® Time Warner had expected to launch digital servicein
several major markets by December 1998.%” As of December 1998, MediaOne was offering digital service
to 152,000 homes passed in the suburban Detroit cities of Canton, Plymouth, Northville, and Southfield,
Michigan.*®® There are 60,00 subscribersto MediaOne's digital servicesin the upgraded, 750 MHz system.®
Analysts predict that digital penetration for six of the nation's largest MSOs will reach between 25%-50%
within the next three years.’®

52. Internet and High-Speed Data Services. Last year we reported thatlnternet and other data
can be transmitted faster over cable infrastructure than over most telephone systems.!* Cable systems and
cable modems are reported to be offering speeds up to 27 megabits-per-second ("Mbps') as compared with
telephone company xDSL technologies that allow consumers to surf the Internet at speeds between 1.5 Mbps
and 52 Mbps, though most users experience between only 3 to 10 Mbpsfor cable and between 1.5and 7.1 for
ADSL, the most widely used form of xDSL.'** Telephone companies, however, are able to offer customers

8Comcast Comments at 13; Comcast Corporation, Comcast Reports Strong Third Quarter Results (news
release), Nov. 9, 1998.

¥4 d.; Jessica Reif Cohen and Suk Han, Comcast Corp., Merrill Lynch, Oct. 8, 1998, at 2.

Charles Paikert, MediaOne Goes Digital: Detroit Is First, Multichannel News, May 11, 1998, at 14, and
Charles Paikert, Digital Picture Clears, Multichannel News Supplement, Jun. 29, 1998, at 14A.

%Time Warner Cable, Time Warner Cable Begins Digital Satellite Feed (news release), Oct. 13, 1998, at 1.
¥Charles Paikert, Digital Picture Clears, Multichannel News Supplement, Jun. 29, 1998, at 14A.

188\ ediaOne Comments at 14: telephone interview with Bill Black, Director of Corporate Communications for
the Midwest Region, MediaOne (Dec. 8, 1998).

189| d

%Price Colman, Digital Cable: When, Not If, Broadcasting & Cable, May 4, 1998, at 42. The nation's six
largest MSOs are: TCI, Cox, Comcast, Cablevision, Adelphia, and MediaOne.

B1See 1997 Report, 13 FCC Red at 1064-1065 1 47.

%2Dr. Mahal Mohan, AT& T Corporation, Broadband Access Technologies, Nov. 6, 1998, at 4; Joe Esterella,
How Big A Threat? Cable Operators Are Nervously Downplaying the Emergence of ADSL Services From
Telephone Companies, Multichannel News Supplement, Jun. 29, 1998, at 28A; 3Com, xXDSL Local Loop Access
Technology: Different Types of xDS_ and How They Work, http://www.3com.com/technol ogy/
tech_net/white_papers/500624.html. The acronym "xDSL" refersto a general class of digital subscriber line
technologies. We report on ADSL specifically because there is a standard for it, and because it is the most feasible

(continued...)
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the ability to access the Internet, while simultaneously talking on the same telephone line!*  Additionally,
telephone companies, in association with xDSL technologies, utilize the "dedicated lines' that run from the
telephone company customer's home to the central office, thus can nearly guarantee certain speeds of data
transmission.® Cable networks use shared network infrastructure to the central office, thus the rate of speed
can depend on the number of subscribers using the shared bandwidth at any given point in time.**> Consumers
also can purchase traditional "low-speed"''* data access for the personal computer, which uses a traditional
telephone modem and traditional telephone lines to transmit data, and which yields significantly slower data
exchange rates.'¥’

53. The current most important differencesin cable and high-speed tel ephone company products
are availability and pricing. A number of telephone companies are offering dedicated ADSL. For example,
inWashington, DC, Philadel phiaand Pittsburgh, Pennsylvania, and Hudson River communitiesin New Jersey,
Bell Atlantic offers 7.1 Mbps downstream (to the customer) and 680 kilobits-per-second ("K") upstream (to
the provider) for $109.95 or $189.95 amonth depending on whether or not the customer al so subscribesto Bell
Atlantic's Internet service provider ("ISP") service. There is a one-time $99 connection fee for al service
levels® Most cable providers charge between $39.95 and $59.95 per month for service that may provide up

1%2(...continued)
for mass market deployment at thistime. Other xXDSL technologies include VDSL which is the fastest of xDSL
technologies, performing at rates of 13 to 54 Mbps, but cannot function over sustained distances like ADSL.

%Joe Esterella, How Big A Threat? Cable Operators Are Nervously Downplaying the Emergence of ADSL
Services From Telephone Companies, Multichannel News Supplement, Jun. 29, 1998, at 28A.

¥Joe Esterella, How Big A Threat? Cable Operators Are Nervously Downplaying the Emergence of ADSL
Services From Telephone Companies, Multichannel News Supplement, Jun. 29, 1998, at 28A; 3Com, xDSL Local
Loop Access Technology: Different Types of xDS and How They Work, http://www.3com.com/technol ogy/
tech_net/white_papers/500624.html.

%Joe Esterella, How Big A Threat? Cable Operators Are Nervously Downplaying the Emergence of ADSL
Services From Telephone Companies, Multichannel News Supplement, Jun. 29, 1998, at 28A. Cisco Systems
Corporation, Cisco Launches "Built for Broadband" Program for New Media and Broadband Content Providers,
(news release), Dec. 1, 1998. Cisco systems isworking on broadband solutions that would enhance a broadband
network's scalability and bandwidth efficiency allowing for cable operators to better promise certain rates of data
transmission on their systems.

1%"|_ow-speed" Internet access does not go higher than 56.6 Kbps, while "high-speed" Internet access can range
3.1b Mbpsto 10 Mbps.

¥Dr. Mahal Mohan, AT& T Corporation, Broadband Access Technologies, Nov. 6, 1998, at 4; Tiger
Direct.com, Mail Order Catalog, Modems and Communications at 129; and Starpower Communications, |ntenet
Service by Erols: Unlimited Internet Access Accounts for $17.95, (marketing release), Oct. 9, 1998. The highest
rate of transfer allowed under the technology of atraditional modem using traditional telephone lines (plain old
telephone service, "POTS"), is56.6 K, but is often much slower. Many 56.6K telephone-line modems can be
purchased for $39-$100. The cost of service with many Internet Service Providersis usually under $20 per month.

%8Fred Dawson, Bell Atlantic Will Join ADSL Fray in Fall, Multichannel News, Jun. 8, 1998, at 10. The
(continued...)
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to 10 Mbps. Installation for cable modems ranges from no charge up to $499 in rare cases. Typica
installation for cable Internet accessisaround $100.*° Additionally, cable operatorshave been marketing their
high-speed product longer than the telephone companies.*®

54. In the last year, access to the Internet over cable generally has become easier. Most cable
operators do not require video subscription as a condition of subscription to the Internet. Among the least
costly options for Internet access, considering both cable operator and telephone company offerings, are
WebTV?! and Worl dgate,?*® which provide Internet access and "hyperlinking” technology.?® WebTV, which
provides television content, as well as Web-surfing and hyperlinking capabilities, uses a specia set-top box
and keyboard, along with atelevision and a cable and atelephone connection to get "on-line."** WebTV Plus
offers programming content not available to regular viewers, and requires additional equipment such as a
personal computer ("PC") with atelevision tuner add-on card and Windows98.%° WebTV 4till isworking on

1%(_..continued)
service Bell Atlantic currently offers over ADSL that is closest in price to most cable Internet access servicesis
Bell Atlantic's 640K downstream, 90K upstream service which costs $39.95 for subscribersto Bell Atlantic's ISP
service and $69.95 per month for non-subscribers.

1%See App. B, Thl. B-9.

2D ean Takahashi and Stephanie N. Mehta, Sprinting Behind Cable in Race to Offer Fast Data Access, Bells
Back New Way, The Wall Street Journal, Jan. 21, 1998, at B6.

25ee http://www.microsoft.com; Charles Waltner, Cable Nets Eye New Interactive Services, Multichannel
News, Feb. 23,1998, at 38. WebTV isaMicrosoft Corporation product. WebTV provides the user one or more
local dial-in telephone numbers which enable the user to connect to the Internet through WebTV equipment and an
Internet Service Provider ("ISP"). The ISP isthe entity that translates requests for, and receipt of, Internet content
using the Internet's common language: "Internet Protocol,” or "IP." The end-user equipment required for WebTV
costs between $199 and $300. WebTV Plus service costs $24.95 per month if the WebTV Network Serviceis used
asthe ISP and costs $14.95 a month if another ISP is used. The monthly cost of WebTV Classic is $19.95 a month
if the WebTV Network Serviceis used as the |SP and $9.95 a month if another ISP is used.

X25ee http://www.wgate.com; Charles Waltner, Cable Nets Eye New Interactive Services, Multichannel News,
Feb. 23, 1998, at 38; Jim Barthold, Charter Launches WorldGate in S.Louis System, Cable World, Apr. 27, 1998,
at 128; John Burgess, Web Firms Seek A Bigger Sice of TV Channels, The Washington Post, Apr. 13, 1998, at
A22. WorldGate Communications Inc. offers unlimited Internet-over-television access to the Web at 128 K (over
twice the speed of a56 K computer modem connection) as well as multiple e-mail addresses, and interactive
services, operated through a remote control keyboard and set-top box. Worldgate cannot offer audio or video
streaming. WorldGate has partnerships with 31 cable programmers for interactive content.

23Hyperlinking, in this context, is the technology that combines broadcast or cable television and telephone
Internet connections to offer consumers access to supplemental information, one-button ordering, and the ability to
play along with television shows, when applicable.

24See http://www.microsoft.com. WebTV uses cable network for downstream data transfer and telephone
network for upstream data transfer.

25Gee http://www.microsoft.com; Bruce Haring, Live! From "SNL'! It's Web TV!, USA Today, May 5, 1998, at
(continued...)
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atechnol ogy that would downl oad video overnight for storageintheWebTV set-top box for "video-on-demand-
style" service.®® Worldgate offers Internet access through the standard digital or analog set-top box, already
used by consumers, and has its computer processing centralized at the cable headend, thus the data transfer
isentirely over cableinfrastructure.®®” Assuch, Worldgate does not require its customers to purchase special
equipment to get on-line.%

55. The most popular way to get online through cable infrastructure is the use of a cable modem
for the personal computer.?® The connection by cable modem is often less expensive if the customer is aso
avideo subscriber, and the service received may or may not provide original content as well as a connection
to the Internet. Virtualy al of the major MSOs offer Internet access in some areas and they are expanding
service areas to meet demand.?’® Currently, however, service is limited to select markets, such as Orange
County, California, and variouslocalesin Connecticut, Floridaand New Y ork.?* Internet accessthrough cable
modems will continue to become more widely available as system infrastructure is upgraded, as discussed
earlier inthissection. Additionally, the commercial availability of cable modems may enhance M SOs ability
to market their Internet access services. Some M SOs, such as Cablevision, have chosen to provide Internet
access only in areas where they can provide the access wholly over cable infrastructure instead of providing
accesswith thedownstream transfer of dataover cable and the upstream path over tel ephone company wireline
("telco-return").?? Asof August 31, 1998, more than 15 million homeswere passed by I nternet access service
through cable modem technology and there were approximately 300,000 subscribers.?

56. Last year, we reported that cable modem subscribers also may benefit from two services
specially designed to increase data transfer speeds through local and regiona networks, the @Home network

205(....continued)
3D. WebTV isaproduct of the Microsoft Corporation. Television tuner add-on cards cost about $100.

2% Gary Arlen, Cheap, Backlog, Terabytes of Dreams, Multichannel News, Apr. 27, 1998, at 158. By 2000,
WebTV hopes to provide set-top boxes with a minimum of 10 gigabytes ("Gigs") of hard-drive space and 120 hours
of minimum quality video hours.

27See http://www.wgate.com

28d,

2°Cable modem Internet access services, however, require a PC with minimum specifications and a cable
modem that, in some cases, is provided by or installed by the cable operator for afee.

295ee App. B, Thl. B-9.
211|d.

22Telephone interview Conversation with Lee Pillaggi Schroeder, Director of Government Affairs and
Regulatory Strategy, Cablevision Systems Corporation (Nov. 3, 1998).

23K inetic Strategies, Inc., Cable Modem Customer Count Tops 300,000, Cable Datacom News, Sept. 1998

http://CableDatacomNews.com/sep98-1htm; Kevin Maney, Net Access. Cable Modems Surge, USA Today, Oct 5,
1998, at B1. Forrester Research estimates cable modems will have 700,000 users but the end of 1998.
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and Road Runner.?* Theseservicesaretechnologically different from other traditional dial-up on-lineservices.
Aswe reported last year, @Home service provides its own local network. It hasits own routing and caching
(storage) servers, which allow the most frequently accessed material from its own content centersand from the
Internet to be transferred from the source to these storage areas.®® As of June, @Home had 147,000
subscribers across North America® Service was available, or wasin agreement to be available, for MSOs
Bresnan,?'” Cablevision Systems,*® Century,® Comcast,?® Cox,?**

24Cor a detailed explanation of how the @Home or RoadRunner networks operate, see 1997 Report, 13 FCC
Rcd at 1066-1067 1] 49.

#5See 1997 Report, 13 FCC Red at 1066-1067 1 49.

28At Home Corporation, @Home Network Reports Subscriber Base Grows to 210K Upgraded Homes Passed
Increased to 10M (news release), Oct. 13, 1998.

2see http://www.athome.net/home/avail ability/bresnan.html. A strategic alliance with Bresnan was announced
June 1, 1998. Serviceis offered in upper Midwest markets including Midland and Bay City, Michigan.

285pe http://www.athome.net/home/availability/cablevision.html. Serviceis available to Cablevision customers
in Darien, New Canaan, Norwalk, Redding, Weston, and Westport, Connecticut.

29Gee http://www.athome.net/home/availability/century.html. A strategic alliance with Century was announced
on May 7, 1998. Serviceisavailablein Los Angeles, California; and Colorado Springs, Colorado.

205ee http://www.athome.net/home/availability/comcast.html. Service is available in Buena Park, Fullerton,
Newport Beach, Placentia, Seal Beach, West Fullerton, California; LongBoat Key, Osprey, Nokomis, Sarasota,
Siesta Key, and Venice, Florida; Chamblee, Dunwoody, and Dorabille, Georgia; Charleston, South Caroling;
Chesterfield and Richmond, Virginia; and numerous local es throughout the states of Maryland, Michigan, New
Jersey, and Pennsylvania.

Z5ee http://www.athome.net/home/availability/cox_av.html. Serviceis available in numerous localesin
Arizona, California, Oklahoma City, Nebraska, and Virginia.
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InterMedia Partners,?? Jones,”® Marcus,?** and TCI?® customers, as well as Canadian MSOs Rogers and
Shaw.?® Asof September 30, 1998, @Home had 210,000 cable modem subscribers, an increase of 43% from
just three months prior.”** As also reported last year, Road Runner Internet service did not build its own
national network backbone and customer service infrastructure, rather it formed a partnership with MCI to
provide dedicated national and regional backbone service connections to local cable system headends and a
network operations center to monitor performance of local cable system data networks.?® In addition, Road
Runner is testing a second version with additional interactive features®® Road Runner, formed by Time
Warner, reached an agreement in December 1997 to merge with MediaOne's Internet service MediaOne
Express.? By June 1998, Microsoft and Compaq had invested a combined $425 million in that venture.”*
Road Runner provides service for Time Warner Cable and severa MSO affiliates including MediaOne,
Cablevison Systems Corp., Century Communications, and Fanch Communications for a combined Road
Runner/M ediaOne Express subscribership of 70,000.%

225pe http://www.athome.net/home/availability/intermedia.html. Serviceis available in Greensville,
Spartanburg, South Carolina; and Brentwood, Murfreesboro, Rutherford, Nashville, Williamson, and Wilson
County, Tennessee.

235pe http://www.athome.net/home/availability/jones.html. A strategic alliance with Jones was announced Jun.
30, 1998, for service in the Washington, D.C., Metropolitan area.

245ee http://www.athome.net/home/avail ability/marcus.html. Service is available in numerous localesin
Texas.

255ee http://www.athome.net/home/avail ability/tci.html. Serviceto TCI customers also is available in
numerous local es throughout the states of California, Connecticut, Illinois, lowa, Louisiana, Michigan,
Pennsylvania, Virginia, and Washington.

265ee App. B, Thl. B-9. See also Michael Harris, Cable Modem Commercial Launches and Trialsin North
America, Kinetic Strategies, May 15, 1997, http://CableDatacomNews.com/cmic7.htm; The High Velocity Internet
Service, http://www.athome.net/home/availability.html.

ZTAt Home Corporation,@Home Network Reports Subscriber Base Grows to 210K Upgraded Homes Passed
Increased to 10M (news release), Oct. 13, 1998.

8See 1997 Report, 13 FCC Rcd at 1067 1 49.

2Newswire, Road Runner Testing 2.0 Version in Portland, Cable World, Jul. 27, 1998, at 3. Road Runner
version 2.0 offers customized audio and video content, local programming, Y ack! chatroom schedules,
personalized Web pages, commercial e-mail access, and content providers AccuWeather, Epicurious, and
Entertainment Weekly.

ZMichael Harris, Cable Internet Service Providers and Systems Integrators, Kinetic Strategies, Sept. 29, 1998,
at http://CableDatacomNews.com/cmic5.htm; Alan Breznick, Modem Count, Cable World, Apr. 20, 1998, at 28.

231| d

#250e App. B, Thl. B-9; Alan Breznick, Modem Count, Cable World, Apr. 20, 1998, at 28.
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57. Since our last report, a formal path of certification has been established for cable modem
suppliersto obtain an "interoperability seal" for their high-speed data delivery devices under the cable modem
standard, DOCSIS (Data Over Cable Service Interface Specification).?* Originally only one among many
proposed standards, DOCSIS started to emerge as the leading option for a cable modem standard in late
1997.2* Between July 1997 and May 1998 vendors tested prototypes of the equipment.?® In March 1998,
the International Telecommunications Union approved DOCSIS.?* In June, 1998, Cablel abs hosted a series
of "Interoperability and Certification Wave' vendor conclaves to initiate the final, "certification and
commercialization" phase of a cable modem standard.”®” The formal seal of DOCSIS compliance will be
granted by a Certification Board made up of five MSO representatives and aliaison from Cablel abs.**® The
goa of al involved partiesisto have a standard approved by the end of 1998, and for interoperable modems
to become commercially available shortly thereafter. Currently, cable modems are commercidly availablein
some areas, but these modems may not be technically compliant with DOCSIS standards, and may not be
interoperablewith modemsthat will appear after DOCSI S certification. Equipment issues are discussed more
fully in the technical advances section below.

Z3Cable Television Laboratories, Inc. ("Cablelabs'®), Cable Industry Formalizes DOCS S Modem
Certification Plan (news release), Nov. 17, 1997; Broadband Extra, DOCS S Certification, Cable World, Jul. 27,
1998, at 39; Michael Harris, Cable Modem Standards and Specifications, Kinetic Strategies, Sept. 29, 1998,
http://CableDatacomNews.com/cmic3.htm. In December 1996, a group of cable operators, dissatisfied with the
progress being made for a cable modem standard by the Institute of Electronic and Electrical Engineering
("IEEE"), joined together as the Multimedia Cable Network System Partners Ltd. ("MCNS"), and issued a
"Request for Proposal” ("RFP") that resulted in the development of DOCSIS (Data Over Cable Service Interface
Specification).

Z4CableL abs®, Five Modem Makers Systems Considered for Cable Data Specifications (news release), Sept.
23,1996; CableLabs®, Cable Industry Seeking Comments on Status Monitoring Specification (news release), Oct.
7, 1996; CablelL abs®, Cable Industry I ssues Specification for High-Speed Delivery (news release), Dec. 11, 1996.

Z5CableL abs®, Cable Industry Formalizes DOCS S Modem Certification Pla, (news release), Nov. 17, 1997,
Broadband Extra, DOCS S Certification, Cable World, Jul. 27, 1998, at 39.

Z6Cablel abs®, International Telecommunications Union Approves DOCS S Modem Standard, (news release),
Mar. 19, 1998.

Z"Broadband Extra, DOCSI S Certification, Cable World, Jul. 27, 1998, at 39.

8d.
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58.  Telephone Services Offered by MSOs. Aswe reported last year, cable telephony® requires
sizeable and expensive upgrades and presents a number of technical obstacles®® This year, some cable
operators have publicly expressed interest in Internet Protocol Telephony ("IP telephony”) as a potential
alternative to cable telephony.?* An IP telephony voice call starts out similar to a cable telephony voice call
in that both begin with special equipment that connects a household's twisted pair infrastructure and cable
infrastructure to one another. The difference between thetechnologiesisthat cable telephony eventually turns
the call over to traditiona "circuit switched" processing, while 1P telephony eventually turns the call over to
the network of the Internet for Internet Protocol processing. 1P tel ephony treats voice telephone calls like data
aretreated on the Internet; that is, digitized pieces of dataare divided into discrete packets and are transported
over the Internet following the path of |east resistance.?*? Asaresult calls made using | P telephony technology
may encounter choppiness and delays ("latency™). Today, many features, such as call waiting, are not part of
the package of |P Telephony, but will be availableto residential customerswithin the next one to two years.**®
TheInternet itself is not designed to provide circuit switched connections, such asthose now used by switched
telephone networks.2** Although there are significant technological difficultiesthat need to beworked out with
I P telephony, many M SOs are considering this approach to replace current cable telephony technology. TCl,
inconjunctionwith AT& T, iscurrently theleading proponent of 1Ptelephony.2* The cableindustry's approach

#John M Higgins, |P Telephony: Does AT& T Have its Number ?, Broadcasting & Cable, Jul. 6, 1998, at 36.
Cable telephony is the process by which voice is transferred between the cable headend and the cable service area
node via fiber-optic network, between the node and the home via coaxia cable, and is then converted by special
equipment installed at the customer's home, to the home's twisted pair wiring, where the customer plugs a standard
telephone into the traditional telephone wall-outlet. At the headend, the telephone call is processed either by the
cable operator via standard circuit switching technology, or is sent to the incumbent local exchange provider
("ILEC") for circuit switch technology. The only case where a telephone call may be transmitted entirely over
cableinfrastructure isif both callers are subscribers to the same cable company, in which case, the cable operator
routes the call through its own main office without having to send the call out over common carrier network.

#0See 1997 Report, 13 FCC Rcd at 1067 §51.

#'The Internet is an international computer network consisting of millions of individual networks joined to
exchange data by using a standard format known as Internet Protocol ("1P").

22 The path of least resistance” is the fundamental theory on which the Internet was built. Invented for the sole
purpose of discovering away to get important or large amounts of data from one location to another quickly,
regardless of failures or delaysin traditional communications networks, data packets over the Internet will take any
path that does not resist transfer. The path of least resistance is not always the shortest path, but for data, it is the
most reliable path for the mass transfer of data.

#35Tom Wolzien, Tod A. Jacobs, and Carl E. Walker, "Internet Protocol” Telephony: Feasible and Affordable
for AT& T/TCI, Bernstein Research, Jul. 13, 1998, at 23; John M Higgins, IP Telephony: Does AT& T Have its
Number ?, Broadcasting & Cable, Jul. 6, 1998, at 36.

2“Tom Wolzien, Tod A. Jacobs, and Carl E. Walker, "Internet Protocol" Telephony: Feasible and Affordable
for AT& T/TCI, Bernstein Research, Jul. 13, 1998, at 23.

#2John M Higgins, IP Telephony: Does AT& T Have its Number ?, Broadcasting & Cable, Jul. 6, 1998, at 36;

Tom Wolzien, Tod A. Jacobs, and Carl E. Walker, "Internet Protocol” Telephony: Feasible and Affordable for
(continued...)
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to eliminate latency in | P telephony isto eventually build abackbone network that is separate from the genera
public Internet backbone.?*® 1Ptelephony iscurrently being commercially offered on asmall scaleby providers
suchasAT&T, Sprint, Qwest Communications, NetWorks Telephony Corporation, Vocal Tec, and numerous
small IP Telephony Service Providers ("IPTPS"), but for the most part remains in the development and trial
stage, with larger scale deployments expected next year.2*’

59. Last year, we reported that numerous M SOs were offering commercial cable telephony, and
we indicated the specific locations where service was being offered.?”® The number of locales where MSOs
offer cable telephony hasincreased in the last year, and it is available to alarge number of customersin many
markets. For example, Cox isoffering "Cox Digital Telephone" in parts of five major markets.?*® MediaOne
offers"MediaOneDigital Telephone" in partsof theLosAngelesand Atlantametropolitan areas.® Additional
market launches are planned since the number of homes taking the service compared to the number of homes
passed by the service ("penetration™) has been ranging 10%-19%, and profit margins for cable telephony are
intherange of 40%.%" Cablevision Systems Corporation hascommercial telephone operationson Long Island,
New Y ork andin several Connecticut markets. 1t hasmorelimited residential versionson Long Iland, but has
plans for widespread launches to 200,000 homes on Long Island and locales in Connecticut by the end of the
year.>? Jones I ntercable has had continued successwith itsrollout in the Washington, D.C., metropolitan area
and plans to expand service

2%(...continued)
AT&T/TCI, Bernstein Research, Jul. 13, 1998, at 23.

26Tom Wolzien, Tod A. Jacobs, and Carl E. Walker, "Internet Protocol" Ttelephony: Feasible and Affordable
for AT& T/TCI, Bernstein Research, Jul. 13, 1998, at 23.

2See www.i pxstream.com/Gl P/providers/index.htmi#itsp.

#8Spe 1997 Report, 13 FCC Rcd at 1068-1069 1 51.

2QOrange County, California, Omaha, Nebraska, Meriden, Connecticut, Phoenix, Arizona, and San Diego,
Cdlifornia; Kent Gibbons, Back from the Dead, Multichannel News Supplement, Jun. 29, 1998, at 24A; and
Monica Hogan, Cox Rings Up Two More Phone Markets, Multichannel News, Sept. 14, 1998, at 16.

0Jessica Reif Cohen and Suk Han, Media One Group, Merrill Lynch, Oct. 8, 1998 at 2.

S ent Gibbons, Back from the Dead, Multichannel News Supplement, Jun. 29, 1998, at 24A; Greg Braden,
Telephony Fulfills Broadband's Promise, Multichannel News, Jun. 22, 1998, at 7; Jessica Reif Cohen and Suk
Han, Media One Group, Merrill Lynch, Oct. 8, 1998, at 2.

%2K ent Gibbons, Back from the Dead, Multichannel News Supplement, Jun. 29, 1998, at 24A; Joe Esterella,
Tristani: Cable Still Best Telephony Competitor, Multichannel News, May 11, 1998, at 114.
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within the region.** Jones has attained 27% penetration among the 28,000 homes it passes with telephone
servicein the Washington, D.C., metropolitan area.”® TCI continuesto provide cable telephony in Arlington
Heights, Illinois and Hartford, Connecticut, but is not planning future launches.® Time Warner terminated
its commercial telephony launch in Rochester, New Y ork, with no plans to launch elsewhere®® Asof July
1998, Time Warner does not offer local phone service to any of its customers.?’

60. Multi-Service Offerings. As discussed above, numerous MSOs are offering customers, in
many of their serviceareas, morethan standard video services. Multi-service offeringsand bundling®® services
for sale seem to enhance subscription to alternative services offered by cable companies® Digital audio and
digital, high-resolution video, aswell astel ephony and I nternet accessthrough cable modemsare becoming high
demand services that cable has the bandwidth capability to offer, depending on the capacity of the particular
system. Indications are that customers value receiving these services through "one-stop-shopping.” For
example, many large M SOs have found that bundling increases penetration of video and of new services.?®
MSOs, such as Cox, MediaOne, Jones, and Cablevision, indicate that bundling their services increases
consumer awareness, interest, and ultimately penetration of services while saving on administrative and
marketing costs.®®* Many of the small overbuilders such as McLeodUSA, RCN, and Knology started by
offering video programming as part of bundled services.?> Many of thesefirms depend on their ability to offer
multiple bundled services in discounted packages as a way to attract customers.

23K ent Gibbons, Back from the Dead, Multichannel News Supplement, Jun. 29, 1998, at 24A.

%*Jones has 7,500 cable telephone customers. Jones defines cable telephone as facilities based telephony using
separate fiber network, leased or owned by the company itself. Telephone serviceislimited to MDU's. Telephone
interview with Drew Sheckler, Senior Vice President of Operations, Jones Communications (Oct. 14, 1998).

25K ent Gibbons, Back from the Dead, Multichannel News Supplement, Jun. 29, 1998, at 24A.

=0 d,

%7John M. Higgins, Levin Open to Telephone Deal, Broadcasting & Cable, Jul. 20, 1998, at 13; John Higgins,
Time Warner Disconnects Telephone Deal, Broadcasting & Cable, Jul. 13, 1998.

#8A s discussed here, bundling is the situation when a service operator offer numerous services (video,
telephone, Internet access) sometimes offered entirely over its own network, sometimes offered over a combination
of its own network and leased network, to provide customers "one-stop-shopping,” and discounts for taking
multiple services.

29K ent Gibbons, Back from the Dead, Multichannel News Supplement, Jun. 29 at 24A. "Bundled discounts are
akey, according to Drew Sheckler, Senior Vice President of Operationsin the D.C. region at Jones
Communications.”

20K ent Gibbons, Back from the Dead, Multichannel News Supplement, Jun. 29, 1998, at 24A. "People are
responding to the convenience of one-stop-shopping, says Drew Sheckler of Jones Intercable.”

%K ent Gibbons, Back from the Dead, Multichannel News Supplement, Jun. 29, 1998, at 24A; Greg Braden,
Telephony Fulfills Broadband's Promise, Multichannel News, Jun. 22, 1998, at 71.

%25pe paras. 43-47 supra (discussion of specific overbuilds).
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B. Direct Broadcast Satellite Services

61. Direct broadcast satellite ("DBS'") operators use satellites to transmit video programming to
subscribers, who must buy or rent a small parabolic "dish" antenna and pay a subscription fee to receive the
service. Each DBS operator transmits its programming services to subscribers from satellites located at
specific orbital locations®® DirecTV, United States Satellite Broadcasting ("USSB"),** and EchoStar
(marketed as the DISH Network) currently offer DBS video programming. In addition, there are several
companies, licensed to operate a DBS system who have yet to begin service® Primestar is offered by means
of amedium powered fixed satellite service ("FSS") that shares many of the attributes of DBS operators, but
requires alarger antenna and has lower channel capacity.”® All of the above services offer various packages
of programming for various monthly fees. DirecTV offers more than 200 channels. USSB, usually ordered
in concert with DirecTV's service, offers 20 premium movie channels and access to pay-per-view events.
EchoStar offers 240 channels of programming.?®” Primestar offers 160 channels of programming.

62. Subscribership. DBS continues to represent the single largest competitor to cable operators
and DBS subscribership continues to show strong growth. The four DBS providers furnished programming
to more than 7.2 million subscribers as of June 1998.*® This is an increase of more than 2.2 million

%3or specific information on these orbital locations, see 1997 Report, 13 FCC Red at 1192, App. C, Thl. C-1.

%DirecTV's parent corporation, Hughes, has reached an agreement to acquire USSB, but the agreement has not
closed. Hughes Electronics, Hughes to Acquire USSB (press release), Dec. 14, 1998.

%5Continental Satellite Corporation, Dominion Video Satellite, Inc., and ASkyB, ajoint venture of News
Corporation and MCl, each hold licenses but have not launched any satellites. (EchoStar has, however, reached an
agreement to acquire ASkyB's satellite assets, but the agreement has not been finalized. EchoStar
Communications Corp., EchoStar Communications Cor poration Announces Agreement to Acquire Assets From
News Corporation, MCI (press release), Nov. 30, 1998.) Tempo, awholly owned subsidiary of TCI Satellite
Entertainment, launched a satellite in March 1996. (See Rick Westerman and Edward T. Hatch, "Table 3: DBS
Industry Licensed Number of Transponders,” Direct Broadcast Satellite, Outlook, UBS Securities, Mar. 4, 1997, at
9.) In addition, the Commission has authorized Televisa International, LLC., to offer service to some subscribers
in the United States from Mexico's Solidaridad 11 satellite, signaling the first stages of direct competition for the
United States DTH market from foreign companies. (See In the Matter of Televisa International, LLC.,
Application for Blanket License for Receive-Only Earth Stations in the Fixed Satellite Service for Direct-to-Home
Subscription Television Service, File No. 330-DSE-L-97, Call Sign E970096, Order and Authorization, DA 97-
1758 (rel. Aug. 18, 1997).)

%I the 1998 Report, asin previous years, we include a discussion of Primestar Partners, L.P. ("Primestar"), a
medium-powered Ku-band Fixed Satellite Service ("FSS"), together with our high-powered Ku-band DBS
providers, DirecTV, USSB and EchoStar, as DBS providers. Unless otherwise noted, our discussions of attributes
of DBS providersincludes Primestar. See para. 77 infra.

%"\We note that EchoStar's channel capacity is derived from multiple orbital slots, whereas DirecTV'syUSSB's
capacity is derived from one dlot.

28Current subscriber numbers from SkyREPORT.Com, http://www.skyreport.com/dth_us.htm. USSB

subscribers are not reported as a separate group by SKyREPORT. DirecTV and USSB are complimentary services
(continued...)
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subscribers since June 1997, or nearly 43%.%%° In addition, industry reports state that 2.2 million of the 3.6
million net new MV PD subscribersin 1998, or almost two thirds, are choosing DBS.?” The Strategis Group
projects that DBS subscribership will grow to 20 million by 2003, with its share of the multichannel video
market growing to 25%.”"* SkyReport, atrade publication that tracks DBS subscriber growth, estimates that
DBSwill have 15.2 million subscribers by 20027

63. DBS versus Cable. Both DBS and cable offer video programming to subscribers for a
monthly fee a ong with premium and pay-per-view services. DBS subscribers continue to report higher levels
of customer satisfaction, 30% higher than the cable industry average, according to one recent survey.?”® DBS
subscribers have reported that the main advantages of DBS are superior channel capacity (including the
capacity for "Near Video On Demand" movieson pay-per-view), digital quality picture, CD-quality sound, and
specialized programming such as Nationa Football League or National Basketball Association packages.
Some of these advantages, however, may diminish as cable operatorsroll out digital servicesthat alow cable
operators to match DBS operators in number of channels and signal quality. Consumers continue to report
that the biggest drawbacks of DBS service are the difficulties associated with the provision of local broadcast
signals,** and the upfront cost of equipment and installation.?”> Aswith DBS advantages, however, these
disadvantages vis-a-vis cable have been mitigated somewhat over the past year: equipment and installation
pricesaredropping, and DBS providers are working toward sol utions by which they can supply local channels.
It appearsthat, over time, the differences between cable and DBS will continueto diminish. Currently, it also
appearsthat DBS represents a substitute for some consumers, especially those with accessto local broadcast
stations. As DBS equipment prices continue to drop and especially if DBS operators are able to offer local
broadcast stations, DBS may become a closer substitute to cable for an increasing number of consumers.

28, .continued)
because subscribers use the same equipment to receive each service and the services offer different programming.
According to SkyREPORT, only a small portion of USSB subscribers do not also receive DirecTV. SkyREPORT,
DTH Subscribers, Sept. 1997, at 4.

295kyREPORT.Com at http://www.skyreport.com/dth_us.htm.

Zpgyl Kagan Assoc., Inc., Marketing New Media, Oct. 19, 1998, at 1.

#Minal J. Damani and Jennifer E. Sharpe, U.S. DBS Marketplace: 1998, The Strategis Group, Jul. 1998, at 6.

#?Handicapping the Digital Race, SkyREPORT, Feb. 1998, at 1.

#3).D. Power and Assocs., Satellite Providers Continue to Dominate Customer Satisfaction in Pay TV Industry
(press release), Sept. 9, 1998.

““Broadcast television, delivered either over-the-air or viaan MV PD, remains the primary source of video
programming (55% share of prime time viewing) for most Americans. See para 96 infra. A survey of people who
"investigated” DBS systems but did not buy revealed that 55% did not buy a DBS system because of alack of loca
broadcast networks. Satellite 101, presentation to FCC Cable Services Bureau by Harry W. Thibedeau, Manager of
Industry Affairs, SBCA, Aug. 25, 1998.

Z®For further discussion, see 1997 Report, 13 FCC Red at 1071-72 1156-7. See also para. 73 infra.

42



Federal Communications Commission FCC 98-335

64. In the Notice, we sought information for each type of MVVPD that described the service
provided (e.g., 50 channels of video programming, Internet access) and the average monthly cost to the
customer of each service (e.g., video, data) provided by theMVPD. We asked commentersto provide separate
cost figuresfor each type of service offered by the MVPD. We sought information that would reflect: (@) the
up-front costsfor equipment and installation for each service; (b) the costs of adding each service to morethan
onetelevision set; (c) pricesfor the various program options and packages offered by each service; (d) the costs
of receiving local broadcast stations along with each service; and (€) any other information relevant to
consumer considerations when selecting among services. Further, we sought comment on the appropriate
method for comparing the services and costs of different MVPDs. For example, for servicesthat require the
purchase, rather than the rental, of equipment, should the costs of equipment be amortized over a period of
time? What is the appropriate time period? Are there other factors that we should consider in making such
comparisons? Commenters did not provide information that would allow comparisons of the costs to
consumers of subscriber to variousMVPDs. We recognize that such comparisons are difficult to thethewide
range of pricesfor equipment and the variability of programming packages offered and their prices. We aso
observe that some providers are now offering free equipment along with long term commitments to purchase
programming, making such comparisons particularly difficult.

65. Availability of Local Broadcast Sations. In 1988, Congress passed the Satellite Home
Viewer Act ("SHVA").2® In the Satellite Home Viewer Act, Congress granted a limited exception to the
exclusive programming copyrightsenjoyed by tel evision networksand their affiliatesbecauseit recognized that
some households are unable to receive network station signals over the air.*”” The exception is a narrow
compulsory copyright license that direct-to-home (DTH) satellite video providers®® may use for

#17 U.S.C. § 119.

#"H.R. Rep. No. 103-703, at 5 (1994) (Congress enacted the SHV A so that "households that cannot receive
over-the-air broadcasts or cable can be supplied with television programming via home satellite dishes'); S. Rep.
No. 103-407, at 5 n.2 (1994) (the restriction on satellite delivery of network signals "actually refers to those
geographic areas where subscribers are unable to receive the signal of a particular network™); H.R. Rep. No. 100-
187(1), at 14-15, 18, 26, reprinted in 1988 U.S.C.C.A.N. 5638 (1988) ("The distribution of network signalsis
restricted to unserved households; that is, those that are unable to receive an adequate over-the-air signal.").

2’8 More specifically, the license is available to satellite carriers defined as follows:

The term "satellite carrier” means an entity that uses the facilities of a satellite or satellite service
licensed by the Federal Communications Commission and operates in the Fixed-Satellite Service
under part 25 of title 47 of the Code of Federal Regulations or the Direct Broadcast Satellite
Service under part 100 of title 47 of the Code of Federal Regulations, to establish and operate a
channel of communications for point-to-multipoint distribution of television station signals, and
that owns or leases a capacity or service on a satellite in order to provide such point-
to-multipoint distribution, except to the extent that such entity provides such distribution
pursuant to tariff under the Communications Act of 1934, other than for private home viewing.
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retransmitting signals of a defined class of television network stations®™ "to persons who reside in unserved
households."*° The SHVA aso contains a"superstation” compulsory copyright license with no geographic
restrictions.* Theterm"unserved household," with respect to aparticular television network station isdefined
by SHVA to mean a household that --

(A) cannot receive, through the use of a conventional outdoor rooftop receiving antenna, an
over-the-air signa of grade B intensity (as defined by the Federa Communications
Commission) of a primary network station affiliated with that network, and

(B) has nat, within 90 days before the date on which that household subscribes, either initialy or on
renewal, to receive secondary transmissions by a satellite carrier of a network station affiliated with
that network, subscribed to a cable system that provides the signal of a primary network station
affiliated with that network.??

66. In August 1997, the Copyright Officeissued areport which, among other things, recommended
that Congress amend the Satellite Home Viewer Act to eliminate the Grade B signal standard and the 90 day
waiting period.® In 1998, two bills were introduced in Congress to make changes in the SHVA.»* No
Congressional action, however, was taken on this issue, and the two bills expired at the end of the
Congressional term.

67. DirecTV and Primestar currently offer retransmission of distant broadcast signalsto unserved
householdsthrough third party satellite program packagers-- PrimeTime 24 and Netlink, respectively. USSB
does not offer a package of distant signals to its subscribers. Most USSB subscribers, however, receive

#¥Under 17 U.S.C. § 119(d)(2), the term "network station" means:
(A) atelevision broadcast station, including any translator station or terrestrial satellite station
that rebroadcasts all or substantially all of the programming broadcast by a network station, that
isowned or operated by, or affiliated with, one or more of the television networks in the United
States which offer an interconnected program service on aregular basis for 15 or more hours per
week to at least 25 of its affiliated television licenseesin 10 or more States; or

(B) anoncommercial educational broadcast station (as defined in section 397 of the
Communications Act of 1934).

2017 U.S.C. 88§ 119(a)(1) and (d)(9).
281|d.
2217 U.S.C. § 119(d)(10).

#350e U.S. Copyright Office, A Review of the Copyright Licensing Regimes Covering Retransmission of
Broadcast Sgnals ("Copyright Office Report"), Aug. 1, 1997.

3, 1720 and H.R. 3210.
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DirecTV and can request its package of network signals.®®® EchoStar does not contract with an outside
provider but, instead, offers its subscribers its own "DISH" branded packages of east coast and west coast
signals.® |n addition, EchoStar statesthat it now offers local-into-local serviceto unserved householdsin 13
markets: Pittsburgh, Miami, Denver, Salt Lake City, Phoenix, San Francisco, Boston, New York City,
Washington, D.C., Atlanta, Chicago, Dallas, and Los Angeles. These subscribers receive their local ABC,
CBS, NBC, and Fox &ffiliates, and the national feed of PBS.?" EchoStar plans to add markets, eventually
serving 20 local markets.?® EchoStar subscribers who want either form of broadcast signals must purchase
a second dish, but do not need any other additional equipment.

68. Recently, this practice of retransmitting network broadcast stations by DBS has become the
subject of civil litigation. Network broadcasters filed suit against PrimeTime 24 in Florida, North Carolina,
and Texas, alleging that PrimeTime 24 was supplying network broadcast signalsto DBS subscriberswho were
not "unserved" in violation of the SHVA.?° Thus far, rulings have been issued in the United States District
Court for the Southern District of Florida, involving the local CBS and Fox affiliates and in a Raleigh, North
Caralina federa district court, involving the local ABC affiliate. In both cases, the courts found that
PrimeTime 24 had violated the SHVA. In the Florida case, the court, finding evidence that violations of the
SHV A had taken place, issued apreliminary, nationwide injunction ordering PrimeTime 24 not to deliver CBS
or Fox television network programming to any customer that doesnot livein an unserved household. The court
initialy provided PrimeTime 24 with 90 days to comply with the preliminary injunction, which applies only
to subscribers who signed up with PrimeTime 24 after March 11, 1997 (the day the plaintiffs filed their
lawsuit). The parties subsequently and jointly agreed to an extension of the compliance date to February 28,
1999, and the court approved the parties agreement on October 6, 1998. If enforced, the preliminary
injunction could result in the termination of network signals to an estimated 700,000 to one million

#5JSSB and DirecTV encourage their subscribers to use athird option for reception of local broadcast signals:
use of ahigh quality over-the-air antenna and an A/B switch integrated with the DBS system. See, e.g., U.S.
Satellite Broadcasting, http://www.ussb.com/Why.html; DBS Future Said To Depend on Local TV Sgnals, Comm.
Daily, Sept. 24, 1998, at 6.

#eEchoStar had previously contracted with PrimeTime 24, but substituted its own service in July 1998.
EchoStar Communications Corp., Dish Network Offers New Improved Broadcast Network Programming Packages
(pressrelease), Jul. 20, 1998.

#TQualifying subscribers in the thirteen local markets listed above can receive, for different monthly fees, any
combination of their own local broadcast stations, the DISH NETS East package, and/or the DISH NETS West
package. Qualifying subscribers not in the thirteen local markets listed above can receive, for different monthly
fees, any combination of the DISH NETS East package, and/or the DISH NETS West package. EchoStar
Communications Corp., DISH Network Launches DISH NETS Local Channels in Pittsburgh (press release), Sept.
15, 1998.

#8EchoStar Communications Corp., Dish Network is the Only One! (press release), Jan. 8, 1998.
#For Miami, see 1998 WL 310683 (S.D.Fla.). For Raleigh, see 1998 WL 544286 (M.D.N.C.) and 1998 WL

544297 (M.D.N.C.). For Texas, see Kannan Communications, Inc. v. Primetime 24 Joint Venture, No. 2-96-CV-
086 (N.D. Tex.). No ruling has been issued in the Texas case.
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subscribers.®® A permanent injunction could end satellite network service to as many as 2.2 million
subscribers.?*

69. Inthe Raleigh case, thefederal district court also ruled against PrimeTime 24.%% A permanent
injunction followed on August 19, 1998.%* Similar tothe Miami ruling, the court found that the SHV A defines
unserved household and Grade B using strictly objective standards. PrimeTime 24 has provided network
servicesto as many as 35,000 householdsin the ABC ffiliate's Raleigh/Durham market.?* At thetime of the
court's decision, PrimeTime 24 continued to serve more than 9,000 subscribers within the affiliate's Grade B
contour.?®

70. Subsequently, the NRTC, an investor in DirecTV and an MV PD serving home satellite dish
("HSD") customers, filed an emergency petition with the Commission urging that it adopt a new standard of
"Grade B intensity" to be used to define unserved households in the SHVA.2*® The effect of the NRTC
proposal would be that many viewers who are now deemed able to receive alocal network signal would be
redefined as unserved households eligible to receive distant network signals from their satellite service
providers. EchoStar, in a separate petition, asks the Commission to establish amore accurate way to predict
and measure whether a household receives a signd of Grade B intensity as currently defined.®®” The
Commission issued an NPRM on November 17, 1998 in response to these petitions.® EchoStar also hasfiled

20_etter from William E. Kennard, Chairman, Federal Communications Commission, to Senator John McCain
and Representative Tom Bliley, Sept. 4, 1998 (figures based on publicly available information).

#2Nd. Asnoted, the court chose the preliminary injunction's March 11, 1997 date because that is when CBS and
Fox filed their lawsuit against PrimeTime 24. If the court issues a permanent injunction, the 700,000 to one
million subscribers affected by the preliminary injunction will increase to include PrimeTime 24's subscribers
before March 11, 1997. While not all of these subscribers areillegal, this could be an additional 1.5 million
subscribers, thus raising the total subscribers potentially affected by the Miami court orders to 2.2 million.

22ABC, Inc. v. PrimeTime 24, Joint Venture, _ F.Supp.2d __, 1998 WL 544286 (M.D. N.C., July 16, 1998)
(Case No. Civ. A. 1:97CV00090).

ABC, Inc. v. PrimeTime 24, Joint Venture, _ F.Supp.2d __, 1998 WL 544297 (M.D. N.C., Aug. 19, 1998)
(Case No. Civ. A. 1:97CV00090) ("ABC v. PrimeTime 24, Permanent Injunction”).

2ABC v. PrimeTime 24, Permanent Injunction, 1998 WL 544297, *2; ABC v. PrimeTime 24, Court Opinion,
1998 WL 544286, *9.

251998 WL 544297, *2, *6; 1998 WL 544286, *9.
*¢Federal Communications Commission, Office of Public Affairs, Reference Operations Division, Petitions for
Rulemaking Filed, FCC Public Notice (Aug. 5, 1998), Report No. 2290. The NRTC also asked for this

determination in its comments. See NRTC Comments at 8.

"Federal Communications Commission, EchoStar Communications Corporation Files a Petition for
Declaratory Ruling and/or Rulemaking, FCC Public Notice (Aug. 26, 1998), DA No. 98-1710.

28Network Signals to Unserved Households for Purposes of the Satellite Home Viewer Act - Part 73 Definition
(continued...)
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suit in Colorado Federa court against the four major networks and their affiliates, seeking a declaration that
EchoStar's transmission of distant network signasislegal under the SHVA.*®° Finaly, in November, ABC,
CBS, Fox, and NBC filed suit against EchoStar in the Miami District Court, claiming that EchoStar's DISH
NETS offerings are an effort to circumvent the previous Miami ruling against PrimeTime 24.3°

71. The litigation, petitions, and legidative proposals do not, however, address the reception of
local signals by satellite subscribersin their own local stations markets. According to the Copyright Office,
the retransmission of local signals by satellite carriersis not specifically addressed in the SHV A "because the
technology did not exist to make such local retransmission possible [but] if satellite carriers could retransmit
the signals of local network stations to subscribers, the concern that led to the unserved household provision
would theoretically becomeresolved."*** Technological issues, however, may make nationwidelocal-into-local
service infeasible. The SHVA NPRM seeks comment on thisissue.®* While cable systems are terrestrially-
based and designed to deliver both local and national programming to discrete local markets, DBS systems
deliver their programming on a national basis from orbital locations that cover the entire United States. In
addition, there are over 1500 television broadcast stations in the U.S. and DBS providers may not have the
channel capacity to accommodate the nationwide retransmission of local broadcast stations along with their
currently offered national programming. We note that Northpoint Technology, L.P. hasfiled a petition with
the Commission seeking permission to use DBS spectrum to transmit local broadcast signals (and other
services).*® We further note that Capitol Broadcasting Company, Inc. has announced plansto provide local-
into-local service to DBS operators for the entire country.®*

72. An additional retransmission issue involves the fees paid by DBS carriers for carriage of
broadcast signas. In August 1997, the Copyright Office of the Library of Congress decided that the
compulsory licensefeefor superstations (previoudly either 14 centsor 17.5 cents, depending on whether or not
they carried nationally-cleared programming) and broadcast stations (previously six cents) should increaseto

2%8(_,.continued)
and Measurement of Sgnals of Grade B Intensity, CS Docket No. 98-201, Notice of Proposed Rulemaking ("SHVA
NPRM"), FCC 98-302 (rel. Nov. 17, 1998).

2®EchoStar Communications Corp. v. CBS Broadcasting, et al., Civil Action No. 98-B-2285 (D. Colo.).

30CBS Broadcasting, et al. v. EchoStar Communications Corp., Civil Action No. 98-2651 (S.D.Fla.).

%5ee Copyright Office Report, Executive Summary.

%2See SHVA NPRM 1 43.

SEAmendment of Parts 2 and 25 of the Commission's Rules to Permit Operation of NGSO FSS Systems
Co-Frequency with GSO and Terrestrial Systems in the Ku-Band Freguency Range and Amendment of the
Commission’'s Rules to Authorize Subsidiary Terrestrial Use of the 12.2-12.7 GHz Band by Direct Broadcast
Satellite Licensees and Their Affiliates, ET Docket No. 98-206, Notice of Proposed Rulmaking, FCC 98-310 (rel.
Nov. 24, 1998).

3See 1997 Report, 13 FCC Red at 1073 158. See also Vincent Kiernan, Making Satellites More Local - Two

Companies Take Aim At a Major Thorn In the Direct Broadcast Rose, Satellite Communications, Apr. 30, 1998
(1998 WL 9362705).
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27 centsto reflect "fair market value."*® This determination became effective January 1, 1998, but is stayed
pending review by the U.S. Court of Appeals for the D.C. Circuit.**® In 1976, Congress determined that the
retransmission of copyrighted works by smaller cable systems whose gross receipts from subscribers were
below a certain dollar amount deserved special consideration because of their mostly rural locations.
Therefore, in effect, the cable compulsory license subsidizes smaller systems and alows them to follow a
different, lower-cost royalty computation. Large systems, on the other hand, pay in accordance with ahighly
complicated and technical formula®” The change in the royalty fee and confusion over the manner in which
feesare assessed hasled to even greater controversy asto whether an industry is being disadvantaged. SBCA
stated that "average cable systems' pay an average fee of between 2.45 and 9.8 cents, and that the decision to
raiseroyalty feesfor satellite carriersto 27 cents creates acompetitive disadvantage for DBS.3® The L eagues,
however, assert that this comparison isinvalid because, among other reasons, DBS operators do not compare
evenly with the SBCA's"average cable system," and because cable systems pay arange of royaltiesas opposed
to the flat fee paid by DBS operators.®*® MPAA, representing copyright holders, performed its own analysis
of comparative fees. Its approach shows that cable systems generally pay more than the 27 cent rate when
carrying four or more distant signals.3*°

73. Equipment Prices and Installation. 1nthe 1996 Report and the 1997 Report, we noted that
DBS equipment prices, and other "upfront costs," such as ingtallation, were declining.*** We also noted that
DBS operatorswereaggressively pursuing marketing plansand discount packagesto increasedemand for their
products.®? Both trends have continued. Strategis Group found that ". . .equipment costs have spiraled
downward."*** For example, EchoStar recently offered installation for $49, as opposed to the normal price of
$199.** EchoStar also launched separate promotionsinwhich: (1) it will give new subscribersthe second dish

%562 FR 55743-59 (Oct. 23, 1997).

%%3atellite Broadcasting & Communications Association v. The Librarian of Congress, No. 97-1659 (D.C. Cir
filed Oct. 3, 1997).

%7See Copyright Office Report.

%B8SBCA Comments at 15-18.

3°_eagues Comments at 3-15.

SI90MPAA Comments at 3-5.

111996 Report, 12 FCC Rced at 4328 1 43; 1997 Report, 13 FCC Red at 1073-74 ] 60.
121996 Report, 12 FCC Red at 4382-83 1 44; 1997 Report, 13 FCC Rcd at 1073-74 1 60.

#3Minal J. Damani and Jennifer E. Sharpe, U.S. DBS Marketplace: 1998, The Strategis Group, Jul. 1998, at
17.

$4EchoStar Communications Corp., "The $49 Professional Installation Special” - DISH Network Launches

More Channels For Less Money (press release), Jul. 31, 1998. Primestar later matched this promotion. See
Primestar, Inc., http://www.primestar.com/ezget/ezget-f.htm.
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required for local signals,®® and (2) it will give away the DBS dish to new subscribers who sign up for ayear
of certain programming.*® In terms of specials, DirecTV has offered $200 of free programming with
installation and orders for certain programming.®" In addition, some of the joint marketing agreements with
telecommuni cations compani es, discussed below, lower upfront costs. Customersstill cite, however, the cost
for connecting multiple television sets so that they can watch different programming on different sets, as
compared to thelower cost for this capability with cable, asan areawhere cable has an advantage over DBS .38

74. New Marketing Efforts. Inthe 1996 Report, weindicated atrend toward marketing satellite
video programming with telecommunications and information services®° In the 1997 Report, we noted that
AT&T ended its effort to market DirecTV's and USSB's satel lite programming and DBS equipment, but that
an agreement with Cincinnati Bell had been very successful .*° Over the past year, DirecTV and USSB began
joint marketing agreements with GTE, Bell Atlantic, and SBC.** GTE markets the DBS service in Los
Angeles and Dallas with inserts in its telephone bills, and sells the service through retail locations in those
cities.®? Bell Atlantic and SBC have marketing programs they consider to be complete " cable replacements,”
and are buying the DSS equipment themselves and leasing it to subscribers, thus lowering upfront costs, and
installing an antenna for local signals3*® In anew strategy, DirecTV signed an agreement under which it

#3Monica Hogan, EchoStar Gives Away Dish for Loca Service, Multichannel News, Aug. 31, 1998, at 12.
$8echoStar Communications Corp., It's Free! It's That Smple (press release), Sept. 28, 1998.
#See DirecTV, Inc, http://www.directv.com/bridge/nfloffer.html.

#85atellite 101, presentation to FCC Cable Services Bureau by Harry W. Thibedeau, Manager of Industry
Affairs, SBCA, Aug. 25, 1998. See also 1997 Report, 13 FCC Rcd at 1073 59. To watch the same programming
on an additional set, a DBS subscriber must buy an "additional room kit" for roughly $90, with no additional cost
for programming. The dish that DBS subscribers need to watch different programming on additional sets costs
$100 more than a standard dish. Subscribers must purchanse a set-top box for each additional television set at
$99, must pay $4.99 a month additionally for the programming for the additional television, and an additional $59
for professional installation. In contrast, to watch different programming on an additional set, cable subscribers
must pay, on average, an additional $2.56 a month for equipment for the additional television and an additional
$15.41 for installation ($41.17 vs. $25.76). Generally, with cable, there is no charge for the programming for the
additional set. Minal J. Damani and Jennifer E. Sharpe, U.S DBS Marketplace: 1998, The Strategis Group, Jul.
1998, at 21.

%191996 Report, 12 FCC Rcd at 4383 1 45.

01997 Report, 13 FCC Rcd at 1075 1 62.

ZDirecTV, Inc., GTE and DIRECTV® Sgn Marketing and Distribution Pact (press release), Apr. 7, 1998;
DirecTV, Inc., SBC Communications, DIRECTV® and USSB® Sign Agreements To Offer Digital Satellite TV
Service in Apartment Complexes (press release), Mar. 2, 1998; DirecTV, Inc., Bell Atlantic, DIRECTV® and
USSB® Announce Agreements (press release), Mar. 2, 1998.

*2DirecTV, Inc., GTE and DIRECTV® Sgn Marketing and Distribution Pact (press release), Apr. 7, 1998.

$3Bell Atlantic is marketing to both MDUs and single-family residences, while SBC is concentrating on MDUSs.
(continued...)
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replaced a cable operator as the provider for an entire homeowners association.®* DirecTV aso isinvolved
in joint marketing, sales, and distribution agreements with three small cable operators: Austin, Texas-based
Classic Cable, Chicago-based Anderson-Eliason Cable Group, and Sikeston, Missouri-based Galaxy Telecom.
These agreementswill result in joint anal og-cable/digital-DBS basic programming packages.**® DirecTV has
also signed similar agreements with SMATV operators,*® and with CS Wireless, an MMDS operator.®
EchoStar recently pledged that it will not raiseits rates for certain types of programming until after March 1,
2000.%%8

75. Dataand Interactive Services. DirecTV offersasatellite-delivered high-speed | nternet access
service ("DirecPC"), with a telephone return path. This service alows up to a 400 kbps downstream
connection, which is slower than cable modems, but is more than seven times faster than analog telephone
modems** Thisserviceisavailableindependent of DBS serviceor, with DirecDUO, adual-functioning DBS
antenna, consumerscan receive both video programming and DirecPC services.* EchoStar formed adeal with
OpenTV, Inc. (a company which produces interactive television technology) in order to offer interactive
services, to its subscribers early next year, such as e-mail and on-line banking, and to incorporate OpenTV
technology in its next generation of receivers.®*! Finally, both Motorola and Thompson announced that they
were going to produce equipment, including DSS systems, which would include Internet access capability.

23(..continued)
DirecTV, Inc., SBC Communications, DIRECTV® and USSB® Sign Agreements To Offer Digital Satellite TV
Service in Apartment Complexes (press release), Mar. 2, 1998; DirecTV, Inc., Bell Atlantic, DIRECTV® and
USSB® Announce Agreements (press release), Mar. 2, 1998.

DirecTV, Inc., Suburban Dallas Community Votes For a DirecTV Dish on Every Rooftop (press release),
Aug. 31, 1998.

¥DirecTV, Inc., Non-Metropolitan Cable Systems to Offer DirecTV (press release), Aug. 12, 1998.

$%See para. 93 infra.

%'See DirecTV, Inc., DirecTV Sgns Agreement With CSWireless To Offer Digital TV Service To Single Family
Homes (press release), Dec. 7, 1998. See also DirecTV, Inc., Apartment Community in Minneapolis Suburb the
First in Area to Offer DirecTV/USSB and Wireless Service (press release), Dec. 9, 1998.

$8£choStar Communications Corp., http://www.dishnetwork.com/programming/new.htm.

$2See Hughes Network Systems, http://www.direcpc.com/.

%DirecPC: Out of the Closet, SkyREPORT, Jul. 1997, at 4.

%Monica Hogan, EchoStar Plots Interactive Future After OpenTV Deal, Multichannel News, Oct. 19, 1998, at
49 and 52.

%2DirecTV, Inc., DIRECTV® and Thomson Multimedia To Form Strategic Partnership In Digital Television

and Services (press release), Aug. 4, 1998. For the Motorola announcement, see Dean Takahashi, Motorola to
Unvell Set-Top Box That Offers Many Digital Tools, The Wall Street Journal, Sept. 14, 1998, at B8.
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76. High Definition Television. DirecTV hasaggressively promoted the advent of High Definition
Televison ("HDTV"). Inlate July, Thomson Multimedia entered an agreement with DirecTV under which
Thomson would build tel evisions and set-top boxeswhich combine DSSreception with digital terrestria signal
reception.®** DirecTV also announced that it will begin its own transmission of 24-hour HDTV signasat the
end of 1998, probably beginning with pay-per-view events.** USSB has announced plans to carry HBO's
HDTYV signalsas soon asthey areavailable, perhaps at no additional cost to subscribers.** EchoStar hassaid
that it will carry some of HBO's HDTV programming, but has not specified how much.>®

77. Ownership. Beginningin September 1997, Primestar Inc., amedium power satellite company
owned by the five largest cable companies in the U.S., sought to acquire the high power orbital location
awarded to MCI (now MCI-WorldCom) by the Commission along with two high-power DBS satellites
currently under construction for $1.1 billion in nonvoting convertible securities. Primestar also proposed to
reorganize its ownership structure and sought to transfer control of the DBS channelslicensed to Tempo from
its subsidiary TSAT to Primestar. Acquisition of these high power DBS assets would have given Primestar
the capacity to become a high-power DBS operator, allowing its customers to use smaller antennas and
increasing its channel capacity. In May 1998, the U.S. Department of Justice ("DOJ") sued to block this
transaction over concern that the cable ownership of Primestar, combined with the assignment of MCI'sDBS
channelswould "substantially lessen competition and tend to create amonopoly in markets for the delivery of
multichannel programming services."**" Subsequently, Primestar announced that it woul d withdraw itspetition
to acquire ASkyB's orbital dot and would focus on its medium power business an